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of prosperity to depression, and 


EF the alternation from periods 
especially from boom to industrial 


crisis, is fraught with such far-reaching 
social and industrial consequences, it 
would be of great interest if we could 
establish exact measures of these waves 
of business activity, as we can measure 
the waves of the sea. It would be of 
especial value if we could establish that 
there are minima of depression below 
which the business level does not sink, 
and, on the other hand, maxima above 
which this level rarely or never rises. 
It would be equally fruitful, if it were 
possible, to know from month to month 
our exact position—to change the meta- 
phor—above or below the line of nor- 
mal industrial and business growth. 
Two notable essays at such determi- 


1 Rorty, Malcolm C., “Statistical Control of Busi- 
ness Activities,’ Harvarp Business Review, Vol. 
I, p. 154. 


* Persons, Warren M., “An Index of Trade for 
the U nited States,” The Review of Economic Sta- 
tistics, Vol. V, p. 71. 


*King, W. 1, “Is Production Keeping Pace 


nations have been made, the first by the 
statistics department of the American 
Telephone and Telegraph Company, 
reported by Colonel Rorty in one of 
the initial numbers of this Review; ? 
the second by Professor Persons, from 
a quite different angle, reported last 
year.?, Previous to these there have 
been several endeavors to measure the 
industrial growth, or production, in 
leading industries from year to year, 
by King,® Stewart,* Day,® and Snyder,® 
the last of these studies covering a 
period from 1870 to 1920. These stud- 
ies established the interesting fact of 
an average or normal rate of growth 
of productive activity running close to 
3%% per annum; but these computa- 
tions from annual data did not permit 
of any close measurement of the ups 


with Population?” Bankers Statistics Corporation, 


August 24, 1920. 

* American Economic Review, March, 1921, p. 57. 

5 Day, E. E., “An Index of the Physical Volume 
of Production,” Review of Economic Statistics, 
January, 1921, p. 19. 

® Proceedings of the American Economic Asso- 
ciation, March, 1921, p. 75. 
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able normal point for the current 
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Bank Clesrings for Price Ch 
The heavy line, representing volume of business (B), «6 obtamned by dividing 
actual bank clearings outside of New York (C) by a new index of the General 
Price Level (P). The trend line shown is a computed curve. . 




















and downs of trade which, following 
Professor Mitchell, we have come to 
call the business cycle. 

For a long time prior to the war, 
bank clearings, and especially clearings 
outside of New York City, were con- 
sidered about the best index of general 
business which we possessed, and valu- 
able studies of these and allied subjects 
have been made by Persons, Mitchell, 
and others; but not, so far as the writer 
knows, attempting to establish exact 
quantitative relationships or measures 
of the normal rate of growth. And 
even these lost all meaning or relation- 
ship with the enormous rise and later 
fall of prices in and after the war. 

Business failures, pig-iron production, 
and some similar data have been like- 
wise employed as measures of business 
variations, notably in the recent studies 
of Colonel Ayres, previous studies of 
Kemmerer, Persons, and others. But 
the available material, in monthly data, 
and especially for over any considerable 
period, is singularly scant, even for a 


country which has outrun every other 


in the collection of statistical informa. 
tion. 

What was lacking was any definite 
or decisive proof that any of these 
series could be regarded as a positive 
measure of business fluctuations, or of 
their degree of reliability. But in and 
since the war, really beginning before 
the war, there has come a notable ex. 
pansion in the reporting of business 
data, so that in the last five years es. 
pecially, we have become possessed of 
such a variety and wealth of material 
as is to be found in no other country. 
The showing made by the variety of 
indexes in the Survey of Current Busi. 
ness, as it has been developed in the 
Department of Commerce under the 
inspiration of Secretary Hoover, is truly 
imposing. 

Especially valuable contributions to- 
wards this end were the reports as to 
retail and wholesale trade, and the 
weekly reporting of bank debits and 
bank conditions developed by the Fed. 
eral Reserve Board in its Division of 
Analysis and Research under the lead- 
ership of Dr. H. Parker Willis. And 
outside of production figures in many 
lines we now have measures of such 
varied activities as advertising, new life 
insurance written, telephone and tele- 
graph service, amusements, speculation, 
and much else. 

In the belief that with all this mass 
of new material it would now be feas- 
ible to combine this into such a com- 
prehensive sampling of industrial and 
business activity as has never before 
been possible, we undertook, a year ago, 
to make such a composite index in terms 
of a common denominator.’ This 

meant the measurement of each of the 





7 For a full description see Journal of the Amer- 
ican Statistical Association, December, 1923, Pp. 949 
“A New Index of the Volume of Trade.” 
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series in percentages of its normal and 
accustomed rate of growth. It had 
been shown, notably by Professor F. R. 
Macaulay, that practically all the long- 
range industrial series which we possess, 
such as railway traffic, production in 
numerous lines, postal receipts, the num- 
ber of patents issued, and many similar 
things, show, when plotted upon loga- 
rithmic or so-called ratio paper, quite 
even and characteristic rates of growth; 
it is almost invariably a decrescent rate 
of growth, so that in almost any long- 
time series the characteristic picture is 
a parabolic curve, never or rarely pass- 
ing its apex. Investigation of the avail- 
able material revealed that this show- 
ing was almost universal where the data 
were of sufficient extent, leaving the 
clear inference that practically all forms 
of industrial and business activity would, 
if we possessed a sufficient range of in- 
formation, present much the same kind 
of picture. 

Now, if it be true that a character- 
istic and accustomed rate of growth is 
thus a nearly universal fact, so far as 
our knowledge extends, it follows that, 
where we possess the data, from these 
we may develop trend lines, or lines of 
normal growth and normal expectancy, 
not, perhaps, for any far distant date 
in the future, but at least for the im- 
mediate present. And there is no need 
to do more. To describe, for example, 
railway trafic, or coal production, or 
postal receipts, or anything else, for the 
current month, in terms of percentages 
of this normal expectancy, we have no 
need to know what any of these will be 
5, 10, or 20 years hence, although 
actually where we have sufficiently long- 
range material a very shrewd guess 
may be made. But for the present all 
we need to know is what has been the 
rate of growth in the past, and to estab- 
lish from this what would be the prob- 


took an nage 6 portrays. 


able normal point for the current 
months, due allowance being made, 
wherever possible, for the usual season- 
al variations. 

I am here speaking, of course, es- 
pecially of data that are in quantitative 
terms, of bushels, and barrels, and 
bales, or of fixed or nearly fixed dollar 
values or rates, such as, for example, 
postal receipts. But it happens that by 
far the most valuable part of the new 
material which has been made available 
within the last five years and more, and 
likewise much of the old, was expressed 
in dollar values, whose quantitative or 
volumetric relationships were, of course, 
so rudely upset by the violent upheaval 
of prices in war time and after. Such 
were, as noted, the figures for bank 
clearings, and likewise for building per- 
mits, exports and imports, and, most 
notable for the new data, all the ex- 
tremely valuable information as to 
wholesale and retail trade, new life in- 
surance written, and the like. What 
to do with all these ‘“‘dollar values” was 
the chief problem, and, as it developed, 
a great difficulty. The rest was rela- 
tively easy. 

The solution of the difficulty lay sim- 
ply in patient investigation of the aver- 
age changes in price levels in each of 
the different reporting lines, that is, for 
retail trade, for wholesale trade, for 
chain stores and chain groceries and 
mail-order houses, and the like, and, 
most vital of all, for the average of 
payments which enter into the vast vol- 
ume of bank clearings, or, as we now 
say, bank debits. 

But for this we already had a num- 
ber of excellent models. For the cor- 
rection of the highly distorted figures 
for building permits, there were, for 
example, reliable indexes of building 
wages and the cost of building ma- 

terials; and these had been combined 
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A cursory When outside debits were thus cor- 
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into a number of indexes of average 
construction costs, by the Aberthaw 
Company, the American Telephone and 
Telegraph Company, by Dr. Burgess, 
Colonel Ayres, and others. Again, it 
had been found by the A. T. and T. that 
a serviceable index of railway traffic by 
months could be worked out from re- 
ported railway earnings. And we had 
found that when the reported figures 
for our export trade were deflated by 
an index of export prices, the ‘results 
came remarkably close to very careful 
quantitative estimates, so far as they 
were available, compiled by Dr. Ber- 
ridge for the Harvard Committee. 

It might be added that similar meth- 
ods had long been a standard proce- 
dure in the computation of so-called 
“real” wages, that is, by dividing actual 
wages by an index of the average cost 
of living. 

Beyond all this we were fortunate in 
obtaining for chain grocery sales an 
actual index of average sales prices, 
month by month, from the largest of 
these organizations. In the case of 





computing quantity relations from grain 
and cotton futures, it was very easy to 
average grain and cotton prices for each 
month and divide these prices into the 
reported excise tax figures. From al] 
these broad bases it was not an impos. 
sible undertaking to carry through sim. 
ilar computations for wholesale and re. 
tail trade, and several others. 

But for the most important item of 
all, that of bank debits, or bank clear. 
ings, we had to deal with a vast com. 
posite of payments by check, reaching 
a total for the entire country for last 
year in excess of 550 billions of dollars. 
How to turn the prodigious totals of 
the last few years into quantitative re- 
lations with the totals of pre-war years 
was a formidable task. It had long 
been the custom to separate New York 
clearings, heavily weighted with finan- 
cial transactions, interest payments, and, 
as it was long supposed, a large pro- 
portion of purely speculative transfers, 
from the rest of the country. But the 
course even of clearings outside of New 
York seemed bizarre enough, as the 
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chart on page 6 portrays. A cursory 
test of dividing through by an index of 
wholesale prices yielded absurd results. 

This was not, however, so true for 
the slow-moving averages of prices in 
pre-war years. If the reported clear- 
ings outside of New York for the 30 
years prior to the war were so cor- 
rected, the result was a quite re- 
markably consistent line of growth. 
Prompted by this, and the known wide 
dispersion of various types of prices 
and payments, as wages, rents, and re- 
tail prices in the price upheavals of war 
time, we undertook the compilation of 
a new index of the average of such pay- 
ments or, as it might be termed, of the 
“general price level.’ ® 

Since the data as to the composition 
of bank debits, by classes, are almost 
wholly lacking, we made up an empiric 
index, giving equal weights to commod- 
ity prices at wholesale, to a composite 
of wages, to the cost of living, and then 
one-third of this weight to stock prices. 


8 Journal of the American Statistical Association, 
June, 1924, p. 189. 
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When outside debits were thus cor- 
rected, the result was to continue in a 
quite remarkable way the general trend 
of pre-war years, and likewise to pro- 
duce a line whose deviations from this 
general trend coincided quite closely 
with our composite index of the “vol- 
ume of trade.” Since in this latter com- 
posite, outside debits had been given a 
weight of but 8%, it was evident that 
this congruence was not the result of 
any preponderance of this one element 
over the rest. 

Making use in this manner of the 
variations in our index of the volume 
of trade as a standard, or test, it was 
then not difficult, by means of the 
method of partial correlation, so to re- 
weight the different components that 
this correspondence became practically 
coincidence. It was found that stock 
prices did not form a satisfactory ele- 
ment, the weight for wholesale prices 
was reduced to 20%, that for the com- 
posite of wages and that for the ele- 
ments of the cost of living were raised 
to 35% each, and a new index of rents 
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Chart 

= A CLEARINGS INDEX OF BUSINESS 

Bank Debits in 140 cities outside New York in Percentages of Normal Growth (efter 

porrection for Price Level Changes) compared with the index of the Volume of Trade. 
(Weighted composite of 56 series) 
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added, to somewhat slow down the 
movement. Made up in this way our 
corrected index of bank debits became, 
for these five years, a practical replica 
of our larger composite index of trade, 
as is revealed in Chart III. 

Now, if all this could be done for 
clearings, or debits, in a period of 
tumultuous price changes, such as in the 
war period and after, it was clearly still 
easier to pursue this method backward 
as far as clearings were available. The 
less satisfactory state of the data for a 
composite index of the general level of 
prices prior to the war was more than 
compensated by the slowness of the 
price changes. This new index of gen- 
eral prices was, therefore, calculated 
back to 1875, the earliest year for 
which bank clearings outside of New 
York were available. The course of 
this new index, together with outside 
clearings as reported and as corrected 
by this index, is depicted in Chart I. 
Through the corrected line has been run 
a calculated trend line, or line of 
growth, and in the computation of the 
deviations the point for each month on 


this normal line of growth has been 
taken as 100, and the deviations mea. 
sured in percentages of these points, 
Thus, if, for example, adjusted clear. 
ings for January I, 1919, were 9,220 
millions, and the point for this month on 
the line of trend was 8,716 millions, the 
resulting index corrected for the usual 
seasonal changes would be 106%. 

In other words, as the base, or norm, 
of our 50-year measures we have taken 
the variations depicted in our index of 
the volume of trade for the years 1919. 
1923. A composite index of the vari- 
ous types of prices entering into bank 
clearings, by the use of which the varia. 
tions of clearings become a measure of 
business changes for these five years 
identical with our index of trade, is ac- 
cepted as a standard method, and with 
this method a new index of the average 
change in all types of prices is compiled 
back to 1875; and by this means bank 
clearings for this 50-year period are 
corrected to yield a quantitative mea- 
sure of trade. To use an engineering 
simile, our composite index of the vol- 
ume of trade, as yet available for five 
years only, is made the base or anchor 
with which to project backwards an arm 
of a cantilever bridge. It is obvious 
that the strength of the bridge depends 
upon the strength of the base and the 
weighting of the materials for the arm. 

The variations of this index, adjusted 
for the usual seasonal changes and 
smoothed by the use of a three months’ 
moving average to iron out occasional 
erratic movements, are depicted in 
Charts IIa and IIb. Its most striking 
characteristic, perhaps, is that of an os- 
cillation which is steadily damping 
down, and apparently shortening in 
period. The general picture of the ear- 
lier half is that of broad oscillations 
rather widely spaced, and of the second 
half a much reduced wave movement 
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with correspondingly shorter periods of 
time. How far may we accept this as 
a definite result? 

Aside from our index of the volume 
of trade, we have for some years at the 
Federal Reserve Bank of New York 
made computations of the variations in 
rates of turnover of bank deposits; and 
when this material was available for 
five years it was possible to construct 
from these variations, in terms of de- 
viations from a simple average of the 
five years, a second index of “business 
activity’ which, with some notable ex- 
ceptions, corresponded in a quite re- 
markable way with the much broader 
sampling of, and therefore in all prob- 
ability much more reliable, index of 
trade. We have latterly been able to 
carry back these same computations for 
the same 50-year period as our “clear- 
ings index,” which has been described 
above. The result is a corroboration 
of the clearings index of about the same 
degree as the agreement of our volume 
of trade index with the turnover of 
bank deposits in the years from 1919 
to 1923; that is to say, the time move- 
ments and the percentages of deviation 
are quite generally the same, and in a 
broad way the pictures much alike. 

It may be said, of course, that the 
two measures relate to much the same 
sort of data, but this is only superficially 
the fact. In the one case, bank clear- 
ings have been corrected for wide 
changes in the price levels, and to such 
an effect that in the war period, at least, 
there is little resemblance between the 
original and adjusted figures. In the 
case of turnover of bank deposits there 
is no such correction. It is simply the 
ratio between the amount of checks 
drawn against the average deposits for 





9 - . hk aie 
rs Journal of the American Statistical Association, 
‘arch, 192g, p. 36: “A New Index of Business 
Activity,” 
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a given month, and the index itself; a 
measure of the deviations in these rates 
of turnover from a moving average. 

And if we ask for still further cor- 
roboration, we are face to face with 
the fact that we have little other avail- 
able monthly data covering so long a 
period. We have business failures by 
months, but these are notoriously a lag- 
gard behind the general price move- 
ment, especially in and after crises. We 
have some figures of production, but 
almost the only representative series of 
these is for pig iron; and pig-iron pro- 
duction, as we know definitely from 
comparison with our index of the vol- 
ume of trade, is in no sense a reliable 
index or “barometer” of business. But 
in view of the widely prevalent tradi- 
tion that pig iron is such a barometer, 
it was of interest to make comparison 
of this with the new clearings index. 
This comparison is presented in a 
second line in the diagram, for which 
the scale of variations of pig-iron pro- 
duction from this normal rate of growth 
is cut in half so as more nearly to corre- 
spond with those of the clearings index. 

But even here it will be seen that in 
spite of many erratic movements which 
quite destroy its value as a measure of 
business variation, in general the cor- 
relation of the pig-iron index with the 
new clearings index is fairly high. It 
is rather higher in the earlier half than 
in the latter half. In the latter half 
there are periods when pig-iron produc- 
tion was almost completely unrepresent- 
ative of the general movement of busi- 
ness. In the earlier half these outstand- 
ing discrepancies were less frequent; 
and it was doubtless in this period, and 
from the fact that pig iron was then 
practically the only quantitative mea- 
sure of industry available, that it came 
to enjoy the reputation that is still pre- 
served in many minds. 











THE RELATION OF A PUBLIC UTILITY TO THR 
BUSINESS CYCLE 


By HOMER B. VANDERBLUE anp WILLIAM L. CRUM 


II. Kilowatt Hours Sold 


ART I of this discussion examined 
and interpreted the month-to- 
month fluctuations in the gross 

revenue of the Public Service Electric 
Company.! This company, a subsidiary 
of the Public Service Corporation of 
New Jersey, furnishes electricity to im- 
portant industrial sections of New 
Jersey. The conclusions of Part I 
were that the earnings of this com- 
pany are influenced (1) by a highly uni- 
form seasonal movement, (2) by a cyc- 
lical movement of only moderate in- 
tensity, and (3) by a strong upward 
trend. The fact that the cyclical move- 
ment has only moderate intensity, while 
the trend is steadily and sharply up- 
ward, led to the further conclusion that 
the trend rather than possible changes 
in general business conditions should re- 
ceive chief consideration in any long-run 
appraisal of company problems, such as 
the financing of capital expenditures. 
More precise quantitative measurement 
of some of the important elements en- 
tering into such requirements as recur 
each year at the same season, however, 
calls for a measure of the normal sea- 
sonal change with which the apparent 
requirements can be compared. 

Gross earnings for a company doing 
a varied business are composite figures. 





1HARVARD Business Review, vol. 2, pp. 409-420. 
In Part I the charts which appear as Ia and Ib 
on pages 410-411 should have appeared under the 
caption “Revenue from electric sales, corrected for 
trend by expressing actual data as relatives to 
normal trend” as Charts IIa and IIb on pages 412- 


In the case of the Public Service Elec. 
tric Company gross earnings are the 
sum of earnings from power sales and 
lighting sales. On this account gross 
earnings are subject to an important 
limitation, since detailed differences be. 
tween the two components are obliter. 
ated. The executive who is seeking to 
establish statistical standards for con- 
trol purposes frequently needs not a 
composite picture, however useful that 
may be for the determination of gen- 
eral policies, but an analysis which di- 
rects attention to details. 

The present discussion serves to illus- 
trate the importance of such analysis, 
since the figures examined—those for 
kilowatt hours sold for power and for 
lighting—show results which are in 
many respects quite different. This is 
not surprising; for ona priori groundsit 
might fairly be assumed that power 
sales, though affected by seasonal 
changes in industrial activity peculiar to 
the district served, would be affected 
rather more by changes in general busi- 
ness conditions. Lighting sales, on the 
other hand, would be expected to re- 
flect closely changes in consumption due 
to the length of the day, which varies 
with the seasons; but they would be 
much less subject to business conditions, 
since there is a large volume of lighting 
demand for residences and _ streets, 





413. The charts which appeared as Charts Ila and 
IIb, showing the actual data with lines of trend, 
should have appeared as Charts Ia and Ib as in- 
dicated by the captions and the text on pages 416- 
417 under the heading “The Measurement of 
Trend.” 
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Chat! BUBLIC SERVICE ELECTRIC COMPANY 


Curves of actual data, for kilowatt hours sold for lighting and for power plotted on a logarith- 
mic scale, with lines of normal trend for the different sections of the interval, 1910-1923 
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TABLE I. PuBLic SERVICE ELECTRIC COMPANY. 


KiLowatt Hours SoLp FoR LIGHTING 





















































(Unit: 10,000 K. W. H.) 

Year Jan. | Feb. | Mar. | Apr. | May | June | July | Aug. | Sept. | Oct. | Nov. | Dec 
1910 | 687| 608] 545] 493| 436] 424] 402] 447] 508] 594] 704] 749 
rorr | 748] 655] 576] 523| 467] 453] 429] 476] 545] 643] 741] 814 
1912 | 824| 685] 640] 581] 521| 459] 458] 497] 581| 696] 779] 859 
1913 869| 7or| 669] 602] 528] 492] 492] 521] 608] 740] 814] 905 
1914 921| 766| 640] 646] 568] 518] 535| 561] 631] 762] 831] 946 
1915 | 920] 779| 714| 651] 583] 567] 557] 588] 680} 790] 913 | 1035 
1916 | 1010] 875] 844] 737] 676| 656| 611] 676] 731] 870] 1002] 1158 
1917 | 1137] 908] 954] 789! 773] 717| 689] 733] 789 | 1005 | 1085 | 1231 
1918 | 1117} 858] g07| 819| 738] 692] 711] 752] 828] 965] 1081 | 1360 
1919 | 1378] 1167] 1189] 953| 903] 824] 831] 871] 982] 1242 | 1333 | 1637 
1920 | 1655 | 1319 | 1345 | 1167] 1000| 957] 931] 946] 1066] 1316 | 1533 | 1867 
1921 | 1858 | 1562] 1480| 1410] 1172 | 1087 | 1055 | 1080 | 1208 | 1528 | 1834 | 2144 
1922 | 2144] 1802 | 1744| 1541 | 1351 | 1254] 1178 | 1260 | 1447 | 1805 | 2110 | 2406 
1923 | 2621 | 2154 | 2077 | 1901 | 1634 | 1508 | 1349 | 1498 | 1613 | 2232 | 2517 | 2883 

11 
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which goes on regardless of the state 
of general business. To test these two 
assumptions, and to measure the rela- 
tive rate of growth of the demand for 
these two distinct departments of the 
business, we have analyzed the monthly 
figures of kilowatt hours sold by the 
company for each purpose. 


Lighting 


Figures showing the number of kilo- 
watt hours sold by the company for 
lighting and for power are available 
monthly, 1910-1923. The data for 
“lighting” are presented in Table I and 
in the full line of Chart I. 

Examination of the chart reveals the 
existence of a moderate upward trend 
of the series throughout the entire in- 
terval, 1910-1923. Closer study sug- 
gests that the trend is at a fairly con- 
stant rate, 1910-1918, and thereafter 
becomes somewhat steeper. The fact 
that a straight line fits fairly well for 
each section, 1910-1918 and 1918-1923, 
of the curve in the chart indicates that 
the trend in each section of the interval 
is at a constant percentage rate. This 
is another way of saying that Chart I 


TABLE II. 


is plotted on a logarithmic scale. As 
was explained in Part I, the fitting of 
a straight line to a logarithmic chart is 
equivalent to fitting a compound interes 
curve to the actual data, and such 
curve rises at a constant rate.? 

Trends were fitted to each section of 
the interval 1910-1923 by methods ex. 
actly analogous to those used for “gross 
revenue” in Part I, and the results are 
summarized in the left-hand portion of 
Table II. The table emphasizes the 
sharp advance in trend after the war: 
the average annual rate of increase in 
the later section is more than twice that 
of the earlier section. 

It is necessary to recall here the cav- 
tionary remarks made in Part I relative 
to the fitting of a trend to so short a 
time-interval as 1918-1923. The fitting 
of a line of trend by the method of least 
squares is ordinarily assumed to give a 
correct result if the interval is sufl- 
ciently long (usually 10 or more years 
is “‘sufficient”’). In such a long interval 
any errors in the fit, due to cyclical fluc. 
tuations, tend to cancel one another. As 
the method is applied to shorter and 





2 See discussion in Part I, page 416 of the July 
Review, and especially footnote 2 of that article. 


DESCRIPTION OF THE ‘“‘ NORMAL FOR EACH MONTH” FOR EACH OF THE TWO 


SECTIONS OF THE INTERVAL I910-23 FOR WHICH TRENDS WERE DETERMINED 





Kilowatt Hours Sold 
for Lighting 


Kilowatt Hours Sold 
for Power 





Section of interval used in de- 


beginning of the section.f 


Normal for the month at the end 897 
of the section.t 








Feb. 15, 1918|Dec. 15, 1923|/Mar. 15, 1918/ Dec. 15, 1923) 


termining trend. 1910-18 1919-23 1910-18 1919-21" 
Average annual percentage in- 

crease. 6.7 15.7 39-9 0.0% | 
Normal for the month at the 532 906 163 2562 


Jan. 15, rgro|Mar. 1s, r918|Jan. 15, rgro|Apr. 15, 1918 


2099 2526 2562 | 














* Trend taken as the monthly average for terest. for the second interval for the ‘“‘power"’ series. 


+ Normals expressed in units of 10,000 K. W. 
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Chart I 


percentages of the normal 


PUBLIC SERVICE ELECTRIC COMPANY 








| Kilowatt hours sold for lighting, corrected for trend by expressing the actual items as 
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shorter intervals, however, this cancela- 
tion becomes ever less effective; and, if 
the interval is too short, the consequent 
errors in the fit become so great that the 
method is worthless. Nevertheless, if 
it is clearly apparent from the chart of 
actual items that the cyclical movements 
in the series are relatively slight, a much 
shorter interval will be sufficient than if 
the cyclical swings are quite heavy. 
Chart I shows that the cyclical fluctua- 


tions in “lighting” are very slight, and 
hence a trend can be fitted to that series 
for the years 1918-1923. On the other 
hand, as we shall note below, the 
“power” curve of Chart I is subject to 
a well-marked cyclical movement; and 
it will be necessary to forego correction 
of that series for trend in the interval 
1918-1923. 

As soon as the trends have been de- 
termined for the two sections, the or- 
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dinates of trend are found for each 
month of the entire interval. These 
ordinates are the normals for the vari- 
ous months: each ordinate is the num- 
ber of kilowatt hours which would be 
sold for lighting in the particular month 
if there were no seasonal variation and 
no cyclical fluctuation. 

In fact, however, the sales for a par- 
ticular month seldom correspond with 
the normal (due to trend alone) for 
that month. The deviation of the actual 
from the normal is due to seasonal or 
cyclical influences or both. In order to 
study the effect of these influences on 
the series it is necessary to eliminate the 
trend. This is accomplished by divid- 
ing the actual item in each month by the 
corresponding normal and expressing 
the result as a percentage. Thus, for 
January, 1910, 687 divided by 532 
yields 129%. The results, for all the 
months of the entire interval, are shown 
in Table III and Chart II. 

In addition to revealing the nature of 
the trend in the series, examination of 
Chart I gives a first impression of the 





3 This operation is described in some detail on 
page 417 of the July Review. 


TABLE III. PuBiic SERVICE ELECTRIC COMPANY. KiLowaTT Hours SOLD FOR LIGHTING, 
EXPRESSED AS PERCENTAGES OF THE NORMAL FOR EACH MONTH 
























form and extent of the seasonal varia. 
tion. Like evidence also appears jy 
Chart II. The actual determination of 
the indexes of seasonal variation rests 
upon the use of the ratio-to-ordinat, 
method, as was the case for “gross rey. 
enue.” The resulting seasonal indexes 
for the sub-intervals 1910-1917 and 
1918-1923 are shown in Table IV. The 
reasons for deriving two sets of indexes 
are as follows. The multiple frequency 
table, Chart III, of the percentages in 
Table III suggests that the monthly per. 
centage groups for the years after the 
war tend to concentrate about slightly 
different points in the several monthly 
columns than the corresponding groups 
for the years 1910-1917. This empirical 
evidence might not alone be regarded 
as sufficient reason for concluding that 
the seasonal movement underwent 
change in the later years. The fact is, 
however, that a non-statistical reason 
probably accounts for this change: the 
establishment of the daylight saving cus- 
tom. Daylight saving might be ex- 
pected to result in a lowering of the 
summer consumption of electric light 
relative to the winter consumption. 


























Year Jan. | Feb. | Mar. | Apr. | May | June | July | Aug. | Sept. | Oct. | Nov. 
1910 129 | 114 | I01 93 80 78 73 81 gr | 106 | 125 
IQII 132 | 115 | 100 gI 80 78 73 81 92} 108 | 124 
IQI2 136 | 113 | 105 94 84 74 73 79 92 | 109] 122 
1913 134 | 108 | 102 92 80 74 74 78 90 | 109] II9 
1914 134] III Q2 Q2 8r 73 75 78 88 | 105 | 114 
IQIS 126 | 105 96 87 78 75 73 77 88 | 1ro2 | 118 
1916 129 | 111 | 106 93 84 81 75 83 89 | 106] 121 
1917 136 | ro8 | 113 93 gI 83 80 84 go} 114 | 123 
1918 125 96 | 100 89 79 74 75 78 85 98 | 108 
1919 135 | 112 | 113 90 84 76 75 78 87 | 109 | 115 
1920 140 | 110 | III 95 80 76 73 73 82 99 | II5 
1921 135 | 113 | 105 99 82 75 72 72 80} 100 | 118 
1922 135 | 112 | 108 94 81 74 69 73 83 | 102 | 118 
1923 143 | 116] rr0 | I00 85 77 68 75 80 | 109 | 121 
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This is precisely what the numerical re- 
ears in 


sults of Table IV show. 


tion of The elimination of seasonal variation 
moa from the items of Table III involves 
dinate subtracting from each item of Table III 
OSS rey. the corresponding seasonal index of 


indexes [MB Table IV and adding 100 to the result- 


[7 and ing difference. These operations lead 
v. The to the adjusted relatives presented in 
indexes Table V. The variations among the 
quency items of Table V are due to cyclical 


ages in causes, since the effects of trend and the 


ily per- seasonal influences have been eliminated. 
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Table VI and the broken line of 
Chart I show the data for “power.” 
The most striking features of the curve 
are the very strong upward trend 1910- 
1918, and the sharp break in the trend 
at the close of the war. The right- 
hand portion of Table II exhibits the 
essential facts about the trends as used 
in the analysis. The monthly normals 
from January, 1910, to March, 1918, 
are determined by the same method as 
that used for “gross revenue” and 
“lighting.” A straight line was fitted 
to the logarithmic chart 1910-1918, and 
this is again equivalent to fitting a com- 
pound interest curve to the actual data. 


TasLe IV. INpDExES oF SEASONAL VARIA- 
TION FOR THE Two INTERVALS, FOR 
Krtowatr Hours SoLp FoR 
LIGHTING 











Months 1910-17. 1918-23 
January PP ee 132 137 
ec) BE III 112 
6 +s witie wy ek oye 102 109 
‘ide alee 93 95 
c2ntng eceg eee 81 82 
oo bamde ogre wanna 76 76 
Pie) 74 73 
on ee 80 75 
Septnthes .. Jc indae edo as 90 83 
Citther 2. ene Seddlos 107 103 
Che 6. ies eee I2I 117 
| OAS 134 137 
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In the years since the war, however, 
trend cannot satisfactorily be deter- 
mined by this method. Unlike the other 
series examined, the “‘power”’ series has 
a very considerable cyclical movement, 
as is evidenced particularly by the heavy 
dips of 1919 and 1921. For so short an 
interval as 1918-1923, such a series 
should not be corrected for trend by 
the least-squares method. Use of this 
method would yield a result having an 
illusory appearance of precision. As a 
matter of fact, such a correction would 
depend upon cyclical influences as well 
as upon actual trend, and the results 
would therefore be misleading. Hence 
a numerical correction for trend should 
be postponed in such a series until more 
time has elapsed and a surer conclusion 
can be reached. A qualitative estimate 
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TABLE V. PusBic SERVICE ELECTRIC Company. KiLowatt Hours SOLD For Licutiyg, 
EXPRESSED AS PERCENTAGES OF THE NORMAL FOR EACH MONTH, AND 
CORRECTED FOR SEASONAL VARIATION 
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Year Jan. | Feb. | Mar. | Apr. | May | June | July | Aug. | Sept. | Oct. 
IgIO 97 | 103 99 | 100 99 | 102 99 | Ior | Ior 99 
IQII 100 | 104 98 98 99 | 102 99 | ror | 102] Ior 
IQgI2 104 | 102 | 103 | 1or | 103 98 99 99 | 102] 102 
1913 102 97 | 100 99 99 98 | 100 | 102] 100] 102 
1914 102 | 100 go 99 | 100 97 | Io1 98 98 98 
1915 94} 94] 94] 94] 97] 99] 99] 97] 98] 95 
1916 97 | 100 | 104] 100] 103 | 105] Tor] 103 99 99 
1917 104 97 | 111 | 100 | 110 | 107 | 106] 104] 100] 107 
1918 88 84 gI 94 97 98 | 102 | 103 | 102 95 
1919 98 | 100 | 104 95 | 102 | 100] 102] 103 | 104] 106 
1920 103 98 | 102] I00 98 | 100] I00 98 99 96 
192! 98 | 101 96 | 104 | 100 99 99 97 97 97 
1922 98 | 100} 99] 99} 99] 98] 96} 98] 100] 9g9 
1923 106 | 104 | Ior]| 105 | 103] Ior 95 | 100 97 | 106 





























of trend can be made at once: it is quite 
safe to assume that the trend is upward, 
but at a very moderate rate compared 
with that for 1910-1918. This estimate 
cannot be used in the remaining numeri- 
cal analysis, but must be borne in mind 
in the interpretation of the results. 

In the absence of a satisfactory de- 
termination of trend, a tentative normal 
must be assumed for the months since 

















taken the monthly average for the three 
years which make up the post-war busi- 
ness cycle, 1919-1921. 

With the normals as thus determined 
for the two sub-intervals 1910-1918 and 
1918-1923, the percentages given in 
Table VII are calculated from the items 
of Table VI, just as Table III is de. 
rived from Table I. 

Although careful study of Chart | 


om ual ae i hn on ee ee ee eee eee 











the war. For this purpose we have may disclose slight traces of a seasonal 
TABLE VI. Pusiic SERVICE ELECTRIC COMPANY. KiLowatTt Hours SOLD For PowER 
(Unit: 10,000 K. W. H.) 

Year Jan. | Feb. | Mar. | Apr. | May | June | July | Aug. | Sept. | Oct. 

1910 177| 143| 166] 189] 192] 200] 181] 214] 207| 207 

1QII 234| 237] 234] 246] 269] 287] 239] 283] 291] 316 

Igt2 312] 303] 337] 378] 375] 372] 355] 417] 415] 454 

1913 | 463] 441] 470] 498] Sor| 526| 508) 526] 553] 571 

1914 575| 607] 589] 662] 655] 662] 625] 627] 632] 652 

1915 630] 690] 749| 815] 849] g10| 892] 942] IorO| I112 

1916 | I1QI | 1355 | 1403 | 1394 | 1377 | 1514 | 1430] 1556 | 1655 | 1715 

1917 | 1966 | 1958 | 2030] 1971 | 2093 | 2279 | 2150 | 2053 | 2136] 2542 

1918 | 1913 | 1887 | 2429 | 2700 | 2852 | 2906 | 2916 | 3047 | 3066 | 3271 

1919 | 2535 | 2447 | 2386 | 2553 | 2446 | 2474 | 2373 | 2535 | 2601 | 2766 

1920 | 2935 | 2932 | 3191 | 3104 | 2956 | 3029 | 3001 | 3063 | 2993 | 2928 

192I | 2136 | 2153 | 2053 | 2225 | 2094 | 2240 | 1935 | 2100| 2052 | 2198 

1922 | 2177 | 2208 | 2424 | 2548 | 2677 | 2847 | 2728 | 3086 | 3110 | 3180 

1923 | 3273 | 3444 | 3471 | 3656 | 3725 | 3752 | 3585 | 3604 | 3553 | 3629 
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variation, such movement is obviously 
unimportant relative to the cyclical 
swings and it may be neglected. The 
‘tems of Table VII may therefore be 
regarded as showing the cyclical fluctua- 
tions for “‘power”’ in the same way that 
Table V reflects the cyclical movements 
for “lighting.” 

It is interesting to note the marked 
difference in the trends for “lighting” 
and for “power” in the years IgI0- 
1918. This is shown in Chart I, and 
by the items annual percentage increase 
of Table II. Chart IV shows this dif- 
ference in trend in a more striking man- 
ner. This figure compares the two 
actual curves of trend, plotted by locat- 
ing the two ordinates of trend for the 
center of each year. Since this chart is 
on an arithmetic scale, the trends which 
appear as straight lines on the logarith- 
mic scale of Chart I are here compound 
interest curves. The “power” curve 
starts at a lower point in 1910 than that 
for “lighting”; but, owing to its greater 
percentage rate of increase, the curve 
for “power” soon crosses the “lighting” 
curve and by 1918 rises to a much 
higher level. 


Comparison with General Business 


Indexes based upon economic and 
business data, especially when correc- 
tion has been made for both secular 
trend and seasonal variation, may be 
compared with respect to two quite dis- 
tinct characteristics: (1) the timing of 
any changes of direction, particularly 
when those changes mark the beginning 
of a decline into a period of depres- 
sion or of an advance into a period of 
prosperity; and (2) the amplitude of 
the cyclical swings as measured by the 
differences in elevation between the 
peak of prosperity and the trough of 
depression. 
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In Charts V and VI the cyclical fluc- 
tuations in kilowatt hours sold for light- 
ing and for power are compared with 
corresponding movements in general 
business activity as measured by the 
Harvard Index of Trade. This is the 
index of general business conditions 
with which the curve for gross earnings 
was compared in Part I of this discus- 
sion. 

So far as the timing of the major 
turning points is concerned, the curves 
for both lighting and power show a 
remarkably consistent relationship with 
the Index of Trade. There is a swing 
downward from a high point in the late 
fall of 1912 to the deep trough of the 
depression which, following the out- 
break of the European War, lasted until 
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Chart V 
PUBLIC SERVICE ELECTRIC COMPANY 
Cyclical fluctuations in kilowatt hours sold for lighting, as shown by percentages of 
normal corrected for seasonal variation, compared with the Index of Trade of the 
Harvard Economic Service 
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the stimulus of war orders caused a 
sharp advance of all three curves. 
From the high levels of 1917 there was 
a drop at the end of the year, which is 
attributable largely to the stalling of the 
transportation system. Once the rail- 
road situation had been cleared up there 
was a sharp recovery in each curve. 
The curve for lighting did not recover 


to the level of 1917, but that for power 
rose to even greater heights than before 
the recession. Following the armistice 
there was a depression during the first 
half of 1919, a sharp advance until the 
early months of 1920, and then the 
drop into the severe depression of 
1921. Recovery set in at the middle 
of the year. By late 1922 and the early 
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| Chart VI 
| PUBLIC SERVICE ELECTRIC COMPANY 
Cyclical fluctuations in kilowatt hours sold for power, as shown by percentages of 
normal, compared with the Index of Trade of the Harvard Economic Service 
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months of 1923, the indexes were again 
at high levels. The business recession 
of the summer of 1923 was followed, 
toward the end of the year, by moder- 
ate recovery. 

While both curves correspond closely 
with the Trade Index, the amplitude 
of the cyclical swings is much greater 
in the case of power than in that of 
lighting. This amounts to stating that 


the lighting business goes on, little af- 
fected by changes in general business 
conditions, while the amount of current 
sold for power is severely affected. The 
stability of the demand for lighting in 
the face of changing business conditions 
thus accounts for the fact that such 
cyclical fluctuations as exist in the rev- 
enues, while conforming to changes in 
general business, are relatively unim- 
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portant. This condition was discussed 
at some length in Part I. 

For power sales the cyclical move- 
ment is, on the other hand, very im- 
portant. The power index tends to fall 
lower and to rise higher than the Har- 
vard Index of Trade. The distinctly 
higher level of the power index in 1923 
is due, however, to the fact that no 
correction for trend has been made in 
the series for power since the war. Us- 
ing the 1919-1921 monthly average as 
100 is equivalent to assuming a sidewise 
trend, although, in fact, some growth 
element is present inthe power series. As 
suggested above, a longer period must 
elapse before this trend can be mea- 
sured statistically. Inspection of Chart 
I shows that the growth has been slight, 
however, especially when compared with 
the sharply upward trend which existed 
in the pre-war period. The end of the 
war found New Jersey industries well 
expanded; and, during the subsequent 
years, when only the norma! peace-time 
demand has been operative, there has 
been a much slower expansion of the 
sales for power than in the pre-war 
period. With a longer period of years 


TABLE VII. Pusiic S—ERvICE ELECTRIC CoMpPpANY. KiLowatt Hours SOLD FOR Power, 
EXPRESSED AS PERCENTAGES OF THE NORMAL FOR EACH MONTH 
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available it will be possible to make , 
statistical correction for trend and this 
may be expected to bring down th 
power index to levels approximating 
those of the Index of Trade, as wa 
the case in the pre-war and war year; 
Such analysis would also furnish , 
basis for appraising more accurately 
than is now possible the probable a. 
tent to which further investment jn 
plant will be necessary. 


Conclusion 


As was suggested in Part I, analyses 
similar to those which we have here 
made of the three series, which give 
a general picture of the operations of 
the Public Service Electric Company, 
could be made of various items of com. 
parable data for different generating 
stations, or for different cities or in 
dustrial areas. The totals for kilowatt 
hours of current sold are themselves 
made up of individual items which, like 
the figures for power and for lighting, 
have their own individual seasonal v:- 
riations, trends, and cyclical movements. 
It has been our purpose to indicate, 





























Year Jan. | Feb. | Mar. | Apr. | May | June | July | Aug. | Sept. | Oct. | Nov. | Dec. 
IQIO 109 86 96 | 107 | 106] 107 94 | 108 | 102 99 | 114 | 108 
IQII 103 | IOI 97 | 100] 106] I10 89 | 102 | 102] 108] 102 

1912 98 93 | 100 | 109 | 105 | 102 94] 108 | 104 | 111 | 106] 104 
1913 104 96 | 100} 103 | Ior | 103 96 97 99 | I00] I00 | I00 
1914 92 95 | 89] 98| 94] 92] 85} 83] 81] 8r] 79 

1915 72} 77| 81} 86) 87] or}] 87} 89] 93] 99] 98] 100 
1916 98 | 108 | 109} 105 | ror] 108 99 | 105 | 108} 109] 110] 113 
1917 Ir5 | 112 | 112 | 106] 110] 116] 107 99 | 100] 116] 114} II! 
1918 80 77 96 | 105 | I1t} 113 |] 114] 19; 120 | 128 | 120} 122 
1919 99} 96] 93] 100} 95 96} 93 99 | 102 | 108 | rir] 117 
1920 Irm5 | 114 | 124] 121 | 115 | 118 | 117 | 120 |] 117 | 114 | 107 | 102 
1921 83 84 80 87 82 87 75 82 80 86 87 | 93 
1922 85 go 95 99 | 104] I1r | 106] 120] rar] 124 | 124] 124 
1923 128 | 134 | 136] 143 | 145 | 146] 140 | 144] 139 | 142 | 134] 136 
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Thus, the analysis 
here presented is merely an illustration 


of what may be done in ev 
detail in the management 0 


en greater 
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T is only during the past 10 years 
that American banks, using their 
own facilities and carrying on busi- 

ness in dollars, have entered actively the 
field of financing the business of the 
American merchant with foreign coun- 
tries. While the movement had begun 
prior to 1914, it was really only through 
the passage of the Federal Reserve Act 
that the door was opened for Uncle Sam 
to enter the field as a world banker. It 
is true that his quick and phenomenal 
success in this new role was greatly 
aided by the conditions created by the 
war, which started in the very month 
the Federal Reserve System began its 
operations. While, as a consequence of 
the war, our trade with other countries 
assumed large proportions, the banking 
and credit facilities of the leading finan- 
cial countries of Europe became crip- 
pled, so that American banks were 
called upon to render some of the in- 
dispensable services hitherto performed 
almost exclusively by foreign financial 
institutions. 

Whether trade follows the flag, or 
whether the flag follows trade, is a 
question as much controverted as the 
eternal puzzle of which came first—the 
chicken or the egg. It is safe to say, 
however, that normally in the develop- 
ment of new fields the banker follows 
trade. Such, for instance, has been the 
gradual development of the system of 
commerce and banking of the great 
British Empire; and such also was the 
building up, until 1914, of the German 
structure of foreign banking and trade. 
With us this development has _neces- 
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sarily been more of a hothouse growth, 
fostered in the heat of abnormal con. 
ditions and then left to adjust itself 
almost overnight, to the frigid temper. 
ature of a post-war wintry climate. |t 
was inevitable, therefore, that many of 
the trees and shrubs, which we planted 
under glass, fertilized with war-time 
extravagance, and drove to the utmost 
limit of their growing capacity, should 
later shrivel up and die when left out 
in the open. It could scarcely be ex. 
pected that in so short a period Amer. 
ican bankers, untrained and without the 
tradition born of centuries of experi. 
ence, should be able to accomplish in 
foreign fields what generations of effort 
had built up for European countries. 
When one considers that prior to the 
enactment of the Federal Reserve legis. 
lation in 1913-1914, no national bank 
was permitted to open foreign branches 
or to make dollar acceptances, it is in- 
deed surprising how much of that which 
was built stands today. To those 
familiar with the acute difficulties into 
which many of the oldest foreign banks 
were thrown, as a consequence of the 
collapse of the war trade boom, the 
costly experience of American banks 
during that period is easily understood. 

From the outset there were several 
schools of thought as regards the man- 
ner in which American banks should 
equip themselves to finance American 
foreign trade. One school believed in 
the theory of establishing foreign 
branches. Several large commercial 
banks, adhering to that theory, pro 
ceeded to establish their own branches 
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and agencies in all parts of the world; 
some of them with phenomenal speed. 
Others inclined towards building up a 
network of foreign correspondent banks. 
Others, disinclined to run the full risk 
of establishing branches of their own, 
or too small to make such a venture 
pay unless entering upon it in association 
with others, sought and secured from 
Congress an amendment to the Federal 
Reserve Act permitting national banks 
jointly to own foreign banking corpo- 
rations, and the latter in turn were au- 
thorized to open branches in foreign 
lands wherever it seemed that there 
were American interests to serve. Sev- 
eral corporations of this type were 
formed by nation-wide groups of asso- 
ciated bankers. Congress furthermore 
authorized these corporations to hold 
stock in foreign banks, thus enabling 
them, where it seemed the wiser course, 
to establish intimate working relations 
by acquiring interests in existing foreign 
banks instead of setting up their own 
competitive branch organizations. 

It is, perhaps, too soon to attempt to 
draw conclusions from our own experi- 
ence—too soon, certainly, to state with 
any degree of authority that one school 
has proved itself right and the other 
wrong—but it may be possible to com- 
pare, in the light of what experience 
we have gained, the apparent advan- 
tages and disadvantages of each meth- 
od. Before we endeavor to do this, 
however, it is necessary to consider 
briefly the functions which the Ameri- 
can banker is called upon to perform in 
connection with foreign trade. 


I 


We must be clear at the outset that 
what we are concerned with here is com- 
mercial banking, that is, the financing 
of every-day trade and intercourse be- 
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tween countries, as opposed to what is 
commonly referred to as “international 
banking,”’ in the sense of the general 
investment and finance business. In 
other words, we are dealing with the 
problem of commercial business between 
our country and the rest of the world, 
rather than with the permanent invest- 
ment of our country abroad or of other 
countries here. 

Primarily we are interested in three 
things: the financing of our imports, the 
financing of our exports, and the service 
that banks may render to travelers and 
to Americans operating in foreign coun- 
tries. In facilitating the purchase of 
goods abroad by American manufac- 
turers or merchants, the function of a 
commercial bank is to provide the means 
of obtaining information, making pay- 
ment, or arranging for credit. The 
bank acts as the bridge connecting the 
foreign seller and the domestic buyer. 
It provides information not only about 
the general conditions abroad but also 
about particular articles and trades and 
the standing of would-be sellers. Next 
it must help its client, the importer, to 
obtain the funds necessary to make the 
required payment, by transferring dol- 
lars abroad, by procuring foreign cur- 
rency, or by arranging to make payment 
here when or after the documents or 
goods arrive. Where the importer has 
sufficient cash of his own, the bank mere- 
ly performs the service of making this 
cash available in other parts of the 
world and sees to it that payment is 
made only under the proper conditions. 
Where the importer desires to buy 
abroad on credit, the bank renders the 
additional service of arranging some 
means whereby he may gain a certain 
amount of time. This it usually ac- 
complishes through the familiar opera- 
tion of the commercial letter of credit, 
either sight or time, the details of 
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which scarcely need be discussed here. 

In its relation with the exporter, the 
commercial bank likewise renders a 
threefold service in that it procures in- 
formation, attends to the collection of 
receivables abroad, and, if necessary, 
makes advances against the collection of 
such items. It is in this field particu- 
larly that the greatest development in 
recent years has taken place. 

During the last quarter of the nine- 
teenth century, although America’s ex- 
ports were still largely confined to raw 
materials, the foundation of her phe- 
nomenal industrial development was 
laid. Under the stimulus of the war our 
plants grew in scope and number, and 
when the sudden incapacitation of Eu- 
rope opened for us foreign markets 
heretofore served by her, we plunged 
headlong into the business of supplying 
the various and sundry needs of the 
world. It is not surprising that, when 
the war demand ended and Europe be- 
gan her efforts to regain her lost mar- 
kets, the casualty list among American 
exporters was long. Their losses in 
many cases were shared by the Amer- 
ican banks many of which, in furnish- 
ing information, had shown themselves 
as lacking in judgment, knowledge, and 
experience as their customers. More- 
over, American exporters shared their 
fate with exporting firms in neutral 
countries, which also had rushed into 
fields occupied by others before the war. 
But while the neutrals have since evac- 
uated many of these new foreign mar- 
kets, America has perfected her mass- 
production processes to such a degree 
that for certain manufactured articles, 
in addition to her agricultural and min- 
eral staples, she has remained perma- 
nently in the field as an exporter of 
great importance. 

In order to be able to compete and 
do his business with reasonable safety 


the American exporter must be able ty 
secure reliable information from his 
bank. He wants to be kept up to date 
by it, not only as to the standing of 
each of his foreign customers but also 
as to the developments that take place 
in every country. Political changes, 
tariff reforms, fiscal conditions, the gen. 
eral business situation, labor troubles, 
and the condition of the foreign banks, 
all these are of vital interest to him; 
likewise, exchange fluctuations and jn. 
ternational political complications which 
may loom on the horizon. 

Having made up his mind to whom 
he will sell, and under what conditions, 
the exporter next looks to his bank to 
help him carry out his contracts and 
to see that his buyers live up to their 
undertakings. This again involves con- 
stant vigilance in a thousand different 
ways. 

And, finally, the bank is called upon 
to help the exporter carry the burden 
of his sales abroad by making him ad. 
vances against his shipments of goods. 
Here again it is not our purpose to dis- 
cuss at length the workings of an export 
credit but only to point out that, whether 
goods are shipped on consignment, on 
open invoice, on sight draft, on time 
draft with documents delivered against 
payment, or against acceptance and 
trust receipt, it is always to his bank 
that the exporter looks for cooperation 
and advice, both in making the arrange- 
ment and in carrying it out. 

There remains one other general 
category of services performed by the 
American foreign commercial banker, 
namely, a service to travelers abroad. 
The nature of this function is so famil- 
iar that it requires no further analysis. 
Nor is the service one which in itself 
can be considered as a primary banking 
element, being rather an incidental facil- 
ity extended by banks in the hope of 
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attracting thereby other and more profit- 
able business. 

Such, then, are the general purposes 
for which American banks have entered 
the field of international business, some 
by establishing themselves in foreign 
countries, either directly or indirectly, 
and others through working agreements 
with foreign banks. What conclusions, 
if any, can we draw as to the relative 
merits of each? 


II 


The idea of organizing foreign 
branches has its origin in Europe and 
Canada. Those who favor this plan 
invariably point to the great British, 
Continental, and Canadian banks, which 
have gradually built up their network 
of branches throughout the world. 
They will tell you particularly how En- 
gland and, to some extent, Germany and 
other Continental countries have grad- 
ually acquired control of the world’s 
commerce by reason of their merchant 
marine and foreign banking systems. 
They will reason, and not incorrectly, 
that if experience has taught Europe 
the best way to do these things, the 
best way for us is to imitate Europe. 
And they will go on to show that the 
American merchant can hold his own in 
foreign fields only if he is given the 
same support of a merchant marine and 
an international banking system that his 
European competitor has at his disposal. 
All this is true; true also that the dollar 
cannot share honors with the pound 
sterling, if British banks dominate the 
world; and that it is more pleasant for 
the American traveler to be able to go 
to an American bank to cash his letter 
of credit than to have to do so at a 
foreign bank. All this is true, and yet 
the experience of the past few years 
does not altogether bear out the premise. 





It may be well to state here that the 
dollar, as the most stable and most 
powerful gold currency of the globe, 
has attained such importance in all 
world markets that, with or without 
American bank branches, it will retain 
its position of eminence, because Ameri- 
can credits have become indispensable 
for the financing of the world’s com- 
merce. The shoe is rather on the other 
foot: we might say that the very ex- 
istence of, and the strong demand for, 
such large amounts of dollar credits may 
be considered as an incentive for the 
establishment of branches of American 
banks in foreign countries. 

But, returning to the question of 
American branch banking versus bank- 
ing through existing firms or institutions 
operating in foreign lands, we might 
approach the matter from two angles: 
First, is branch banking more desirable 
for the American bank itself? And sec- 
ond, is it more desirable for the Amer- 
ican customer ? 

It is a well-known fact that, among 
the American banks which established 
branches abroad, many have since en- 
tered upon a policy of retrenchment. 
A great number of American branches 
have been closed, and others are admit- 
tedly being run at a loss. Furthermore, 
among the foreign banking corpora- 
tions, which were organized by various 
banks and banking groups, the mortality 
of those which had foreign branches has 
been very high. About one-half of 
these foreign banking corporations have 
been liquidated, until now very few re- 
main. 

In other words, the results of our 
first period of experience would seem to 
show that foreign branches of American 
banks are not an unqualified success. 
That in itself does not, however, prove 
that the theory of establishing branches 
is wrong; it proves only that the theory 
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as applied so far in American practice 
has failed to show the same good re- 
sults that apparently were obtained by 
some of the old branch banks of Europe 
and Canada. Why? 

To begin with, all European banks 
have by no means been uniformly suc- 
cessful with their foreign branches dur- 
ing the past 10 years. In almost all the 
so-called “neutral” countries there has 
been a development very similar to our 
own, in that banks, which hitherto had 
been purely domestic institutions, sud- 
denly launched out into foreign fields. 
Foreign trade corporations were estab- 
lished there as here—and liquidated in 
much the same way. And not only the 
neutrals, but almost all the European 
countries—except the Central Powers 
and Russia, which had other troubles of 
their own—suffered in the same way. 
England itself was by no means im- 
mune, and it is apparent that the past 
few years have been unpleasant ones for 
foreign branch banks, not only here but 
everywhere. 

There is, however, this striking dif- 
ference: while almost all banks engaged 
in foreign business have suffered losses, 
the proportion of loss has been vastly 
heavier here and in those countries 
abroad which were new at the game. 
That would seem to indicate that the 
establishment of foreign branches can- 
not successfully be undertaken hastily 
and on a large scale, nor by banks which 
lack experienced leadership and person- 
nel. If branch banking, domestic or 
foreign, is to be safe and sound, it must 
be a structure of very gradual growth 
erected with the greatest caution and 
consummate skill. 

Another important factor in this con- 
nection is that in Europe each country 
has but a very few large banks, with 
branches in every city and village of im- 
portance, whereas we, as a consequence 
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of our opposition to domestic branch 
banking, have some 30,000 independent 
institutions. Thus the entire training 
of the European banker, from office-boy 
to general manager, is built up on the 
theory and practice of branch banking; 
while, until a few years ago, the com. 
plicated science of controlling hundreds 
of branches from a_head-office was 
foreign to our bankers. The result js 
that a purely domestic Dutch or Scandi- 
navian bank, for instance, which sud. 
denly embarks on a career of opening 
foreign branches, has less to contend 
with than an American bank doing the 
same thing. The foreign bank is likely 
to make mistakes, due to lack of expe. 
rience in other countries, but the Amer. 
ican bank is in danger of making these 
mistakes, and others as well, due to its 
lack of experience and of properly 
trained men. 

Looking at the problem from the 
point of view of the American customer, 
there is much to be said on both sides. 
For the American settler in foreign parts, 
or for the traveler, it is undoubtedly 
more agreeable to be able to deal with 
branches of American banks. Whether 
it is also to his best advantage depends 
upon a variety of factors. If he is unable 
to speak or understand the language of 
the country and if he is much in need of 
“first aid,” it is safe to assume that he 
will encounter a more sympathetic and 
helpful attitude from his own bank's 
branch than from a foreign institution. 
On the other hand, unless the branch 1s 
an old-established one and on intimate 
friendly terms with the local banks, he 
may find the branch manager not nearly 
so well informed with regard to condi- 
tions and men as the local bankers, 
where good local banks exist, nor in 4 
position to help him as effectively in 
dealing with his local problems. Nor 
will he be so likely to gain through the 
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intermediary of the American branch 
that intimacy with his customers, which 
he might attain by dealing through their 
own local banks. 

It is often held, also, that an American 
bank with foreign branches can serve its 
clients more cheaply in opening credits 
or handling collections because it need 
not pay the charges abroad, which a 
bank working through correspondents 
must pay. This is only partly true; the 
item of running expense is as fatal for 
American branches as for others, and 
an American branch cannot long neglect 
the making of proper charges. More- 
over, an American bank, which competes 
in an unbusinesslike way, immediately 
makes itself heartily disliked by the for- 
eign banks whose customers it is trying 
to take away. While it may be able to 
stand the resentment of its American 
competitors, it can ill afford becoming a 
persona non grata with the local banks, 
because from the moment it forfeits 
their good-will it undermines its own 
standing and efficiency. 

Once a branch manager has the local 
bankers against him it would be far bet- 
ter for him to close up shop and go 
home, and by doing so he would prob- 
ably save money for his bank. For, if 
he is unable to get the friendly advice 
of the local bankers and that of the 
members of the local business commun- 
ity who know the field far better than 
he does, he becomes useless as a source 
of information for his head-office and 
clients at home, and, by reason of being 
out of touch, he is almost certain to 
cause his institution actual losses. 

In discussing the pros and cons of 
foreign branch banking reference is 
often being made to Europe’s experi- 
ences and practices without sufficiently 
careful analysis of these practices. While 
it would lead too far to venture into a 
complete discussion in this paper, it may 
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be useful to state the main features. 

Except where special reasons justi- 
fied exceptions, neither the large En- 
glish nor German deposit banks opened 
branches in foreign countries. Where 
intimate relations warranted it, special 
institutions were organized in order 
to deal with particular countries and to 
open branches therein. Thus, England 
established the London & Brazilian 
Bank and London River Plate Bank 
(now merged), the Anglo-South Ameri- 
can Bank, the British Bank of South 
America, the Chartered Bank of India 
and China, the Hongkong and Shang- 
hai Banking Corporation, the African 
banks, and many others. Germany 
started four banks operating in South 
and Central America and one in China; 
France and Italy founded their own in- 
stitutions and started jointly the Banque 
Frangaise-Italienne de |’Amérique du 
Sud; Holland established special banks 
for the Dutch Indies and for South 
America, and so on. These Colonial 
banks, by opening offices in countries 
with uncertain credits and fluctuating 
exchanges, rendered a distinct service, 
particularly where there was a scarcity 
of good local banks. But in order 
to do their business with reasonable 
safety they had to devote their entire 
attention to the conditions of the par- 
ticular countries they served. The very 
complexities and risks involved in their 
task made the large deposit banks of 
England and Germany unwilling to open 
branches in these countries on their 
own responsibility. The only exceptions 
of importance among the European 
deposit banks are the French banks 
which opened their own branches in sev- 
eral foreign countries with fluctuating 
exchanges. It is true that before the 
war the German and the Continental 
banks opened branches in London. 
They were not established, however, 
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with a view to bringing new banking fa- 
cilities to England, but rather for the 
purpose of profiting from the London 
market and in order to be able to open 
London credits with greater facility; 
just as there is a strong tendency now 
for foreign banks to gain footholds in 
New York. In this connection, it must 
not be overlooked that a most important 
part in financing and promoting foreign 
trade and in developing foreign coun- 
tries has been played by the British 
accepting houses, or “merchant bank- 
ers’’—private firms with intimate rela- 
tions in all parts of the world and rely- 
ing on their local correspondents and 
agents rather than on branches. 


III 


From the diversity of motives and 
practices sketched above, it can readily 
be seen that the question we have dis- 
cussed in this paper does not admit of a 
categorical answer. The best school of 
thought in Europe would seem to indi- 
cate that the most important deposit 
banks in leading countries hesitate to 
open branches of their own in foreign 
countries, except where they move into 
centers of strength. Where a country’s 
trade development requires banking fa- 
cilities in untried or uncertain territories, 
or where adequate reliable local banks 
do not exist, it seems preferable to have 
branches opened by banks especially or- 
ganized for the purpose of dealing with 
these regions, the so-called ‘Colonial 
banks.” Where reliable local banks ex- 
ist, the best policy would seem to be one 
which seeks to provide the advantages of 
having foreign branches, without actu- 
ally establishing them. Such a plan can, 
of course, be conceived only along the 
lines of creating a closer tie than a mere 
business relationship between the Amer- 
ican bank and its foreign correspon- 
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dents. If these correspondents are the 
leaders among banks in their own coup. 
tries, and if a real feeling of intimacy 
and mutual interest can be built up, then 
the American bank can offer to its 
clients greater facilities than it might 
be able to furnish through its own 
branches. 

As stated before, no matter how ef. 
ficient a branch may be, no matter how 
well liked its manager, it cannot hope 
to attain the same intimate touch with 
men and conditions as a leading local 
bank of good standing. It follows, 
therefore, that an American bank which 
can offer the real cooperation and ser. 
vice of existing first-class banks in 
foreign countries may be able to place 
at the disposal of its clients more valu. 
able opportunities than banks with 
branches of their own. But it is equally 
true that a capably managed branch- 
banking establishment has more to offer 
than the ordinary bank which operates 
through routine correspondents. 

Whether it is possible for a bank to 
create with its foreign correspondents a 
bond so strong that there exists a real 
community of interest is a problem 
which can be solved only by experiment. 
Stock ownership provides one means of 
approach; the mutual protection, which 
each derives from his ability to secure 
as a partner in his risks a trusted bank 
fully familiar with the local conditions 
surrounding the debtor, is another in- 
valuable advantage of such connections. 
The strongest link, however, is to be 
found in the personal relations based on 
long-established intimate friendships. 
It is this frank relationship that enables 
both parties fully to understand each 
other’s problems and that constitutes 
the rock bottom of confidence, predi- 
cated on knowledge, which is the foun- 
dation of a bank’s power to serve its 
customers and its country. 
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INVENTORY VALUATION AND THE 


BUSINESS CYCLE 


By H. T. WARSHOW 


1921 has brought into active dis- 

cussion among business men 
problems connected with the business 
cycle, which previously had either been 
entirely neglected or had been restricted 
to discussion in purely academic circles. 
This stimulation of interest has resulted 
in a correspondingly large output of 
literature on the subject. However, in 
spite of the abundance of literature cov- 
ering the many phases of the business 
cycle and the methods of controlling it, 
very little consideration has been given 
to accounting devices for controlling or 
mitigating the severity of the business 
cycle. 

The purpose of this paper is to pre- 
sent an “‘accounting’”’ device by way of 
valuation of inventory, known as the 
“normal stock’? method, which has 
worked successfully for a number of 
years in the practice of the National 
Lead Company and which has proved 
to be of great importance in the recent 
period of depression. It is maintained 
that a general adoption of this method, 
wherever practicable, will to some ex- 
tent offset the effects of the business 
cycle by stabilizing profits and losses 
over a period of years and by exerting 
a salutary effect upon credit policies 
adopted. 


T's severe depression of the year 


I 


The most important single factor in 
the study of the business cycle is the 
question of “credit expansion.” Credit 
expansion, both for the ordinary needs 


of trade and for speculation, especially 
in the piling up of inventories on a ris- 
ing market, is the most certain and reg- 
ular concomitant of the upward swing 
of the business cycle. 

During periods of prosperity prices 
continue to rise, resulting in a corre- 
sponding increase in profits, because in 
the first place, overhead charges and 
wages do not at first rise in the same 
proportion that prices do; and, in the 
second place, every additional advance 
in prices brings a profit on the inventory 
on hand which was previously pur- 
chased at lower prices. The buyer, es- 


pecially if he is well stocked, favors a . 


rise in price, for he is thereby enabled 
to raise the selling price of his entire 
stock on hand. Carried away by ap- 
parent success, business men continue to 
buy more and more merchandise at ever- 
increasing prices, in the expectation that 


prices will continue to rise. This view-~ 


point leads to an expansion of plant fa- 
cilities and in other ways increases 
overhead charges. But the most serious 
single item is the piling up of very large 
inventories at rising price levelsi As 
soon as some development in the busi- 
ness situation causes an expected or an 
actual drop in the demand for consum- 
ers’ goods, prices begin to fall, bank 
credit is contracted, and it then becomes 
necessary to dump on the market large 
inventories bought at high prices, thus 
necessitating a further mark-down of 
goods, resulting in additional losses. 
The process becomes cumulative. This 
phenomenon manifested itself in a very 
concrete and convincing manner in the 
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year 1921, when most of the companies 
whose inventory had previously been 
valued on a cost or market basis suf- 
fered tremendous losses due to the writ- 
ing-down of inventory values. In each 
of these cases, regardless of the inherent 
causes of the fall in value, the adoption 
of the normal stock system (by the very 
nature of the method) would have min- 
imized the effect of the fluctuations in 
individual years and, to that extent, 
would have prevented the precipitous 
drop in profits in 1921. 

The determining factor in the income 
of a business is the valuation of its as- 
sets and liabilities on hand at the end 
of the fiscal period, as compared with 
those on hand at the beginning of the 
period. The problem, therefore, re- 
duces itself to the definition and de- 
termination of income within a given 
fiscal period. If the fiscal period were 
extended to, let us say, 10 years, the 
element of inventory valuation, pro- 
vided a consistent policy were followed, 
would not be very important in the de- 
termination of profits, since the inter- 
mediate fluctuations would offset each 
other in the final analysis. But where 
fiscal periods are limited to a compara- 
tively short time, such as one year, ques- 
tions of valuation are of supreme im- 
portance. 

No method of valuation of inventory 
has yet been devised that reflects in 
every respect the actual facts of a given 
situation. The cost or market basis, as 
it is generally used, is based upon the 
assumption that the goods on hand at 
the end of the fiscal period are made 
up of the latest purchases, or in other 
words, that the earliest purchases are 
the first to be consumed in the process 
of manufacture. This assumption is 
obviously not in accord with the facts in 
every case. The assumption that the 
latest purchases are the first to be con- 
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sumed in the process of manufactur, 
may, in some cases, approach the actual 
facts more closely than in others. Hoy. 
ever, the element of truth in an assump. 
tion is not, for accounting purposes, an 
absolute criterion of its value. Ac. 
counting is not a pure and exact science: 
there are no ultimate and absolute truths 
that are sought. It is more in the na. 
ture of a branch of logic and the as. 
sumptions must be such that logical 
processes will bring us to the most de. 
sirable conclusion—desirable in the light 
of practical experience with the results 
obtained. The desired result, in this 
case, is the promotion of economic sta- 
bility by the elimination of undue fluc. 
tuations of inventory values caused by 
abnormal price conditions and specula. 
tion. A brief survey of the actual use 
of this method in the National Lead 
Company will serve to demonstrate how 
this aim is attained. 


II 


The process of manufacture of white 
lead covers a period of five to six 
months and for that reason necessitates 
a constant and more or less uniform 
quantity of goods in process. It is evi- 
dent that, were this quantity of goods 
in process sold, the company would be 
compelled to cease doing business at 
least for a period of six months until 
the supply of manufactured goods could 
be replenished. A certain portion of the 
inventory is, therefore, for accounting 
purposes considered in the same light as 
plant equipment, such as buildings 9r 
machinery, which the company is com- 
pelled to keep on hand as long as it de- 
sires to continue the process of manu- 
facture. This portion of the inventory 
is called the ‘normal stock.” Normial 
stocks are provided for the basic metals 
on hand, goods in process, and manu: 
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factured products. The values are all 
based upon the basic metals contained 
plus the cost of manufacture to the va- 
rious stages. 

Inasmuch as the purchases of raw 
material from month to month approx- 
imately equal the sales of metal in the 
form of manufactured products from 
month to month, operations are based 
upon the assumption or fiction that the 
metal sold in the form of manufactured 
products during any given month was 
made out of the metal purchased during 
that month and that the normal stock 
is never impaired. 

The normal stock is valued at 3.40 
cents per pound, which was the lowest 
prevailing price in 1913 and 1914, the 
years in which the normals are assumed 
to have been purchased, since they were 
the first years of the operation of this 
system in the National Lead Company. 
This has resulted in the creation of a 
reserve in the form of the valuation of 
the bulk of the inventory at a constant 
price which is comparatively very low. 
This theory is analogous to the purchase 
of plant equipment, which is recorded 
upon the books at its original cost with- 
out any subsequent change, regardless 
of the current market price. The nor- 
mal stock method of valuation, looked 
at from this point of view, is really a 
cost method. The essential difference 
between it and the generally accepted 
cost method of valuation lies in the 
definition and interpretation given to 
“cost” in this connection. 

While the ‘“‘normal stock” is assumed 
to remain on hand at all times, sales are 
of course made out of the normal stock 
whenever necessary. The fiction is 
maintained, however, that the normal 
stock is still entirely on hand and that 
some portion of it has been temporarily 
borrowed and will be replaced at cur- 
rent market prices. The valuation of 
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the replacement of the normal stock 
brings a second element into the inven- 
tory reserve. To illustrate: Let us 
take the case of a normal stock of pig 
lead of 1,000,000 pounds at 3.40 cents 
per pound, amounting to $34,000, of 
which there remain on hand at the end 
of the fiscal period only 800,000 pounds, 
200,000 pounds having been borrowed 
and sold. Assuming that the market 
price has risen to 6 cents per pound, it 
will cost $12,000 to replace the 200,000 
pounds borrowed, so that the present 
value of the inventory on hand is the 
difference between $34,000 and $12,000. 
It is quite obvious that where a portion 
of the normal is used in the regular 
course of business, the proceeds would 
result in a very large profit due to the 
low valuation of the normal in the in- 
ventory valuation at the beginning of 
the period, unless a correspondingly low 
valuation were put on the inventory at 
the end of the period. It is conceivable 
that in some unusual period of great de- 
mand and limited supply, the whole nor. 
mal may be consumed. This would 
result in an abnormally large profit for 
the period and necessitate the creation 
of a new normal in the subsequent 
period—were it not for the accounting 
provision (which is an integral part of 
the system) for the replacement at cur- 
rent market prices of amounts borrowed 
from the normal. It is evident that with- 
out this provision, the method would be 
incomplete and its purpose defeated, 
for a large book profit in one period 
would be followed by a large book loss 
in a subsequent period. This accounting 
provision meets difficulties of this nature 
by providing a reserve for the replace- 
ment of the portion of the normal stock 
consumed (which is called the ‘‘deficit’’ ) 
at market prices. In the above instance, 
an obvious way of giving effect to this 
principle of maintaining the normal 
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would be to continue the inventory at 
$34,000 and set up a reserve outside of 
the inventory of $12,000, which is the 
amount necessary to replace the 200,000 
pounds of lead borrowed from the nor- 
mal at the market price of 6 cents per 
pound. In practice, however, the sim- 
pler method for accounting pur. oses is 
to report the inventory as the difference 
between $34,000 and $12,000, or 
$22,000. In other words, instead of 
setting up this inventory reserve out of 
Profit and Loss, it is taken directly out 
of the inventory figure on the books. 
The inventory would therefore in this 
case appear as 800,000 pounds of lead 
valued at $22,000. This device makes 
the method perfectly elastic and gives 
full protection against the vicissitudes of 
the market. In the case of an excess 
over rather than a deficiency under the 
normal stock, the excess is valued at 
average cost, and it is only on this small 
portion of the inventory that a loss due 
to a fall in market prices is possible. 
The practical operation of this sys- 
tem and the effect that it has had upon 
the present financial condition of the 
National Lead Company may be illus- 
trated as follows: The market price of 
pig lead advanced from the low price 
ruling in the years 1913 and 1914, which 
was 3.40 cents per pound, to II cents 
during the war years, and on December 
31, 1921, had again receded to 4,70 
cents per pound and at the present time, 
(May, 1924) is slightly below 8 cents 
per pound. Had the basis for the valua- 
tion of the inventory been cost or mar- 
ket, the advance in the price level noted 
above would have required the com- 
pany to show a small increase in*T915 
and a continued increase thereafter, so 
that by 1919 the book profits would have 
been in excess of the results shown in 
the annual statement by seven or eight 
million dollars. These profits, however, 


could not have been realized except by 
liquidating the business. Furthermore. 
in the years 1919, 1920, and 1921, an 
offsetting loss of practically the same 
amount, due to declining prices, would 
have occurred and might have resulted 
in inability to maintain dividend pay. 
ments and a possible impairment of 
credit. Inasmuch as this apparent profit 
was not taken onto the books of the 
company in previous years, it was not 
necessary to take the ensuing book loss 
when it occurred. The result was that 
in the severe depression of 1921, when 
other companies were writing off tre. 
mendous inventory losses and passing 
dividends, the National Lead Company 
showed earnings which, after deducting 
the payment of 7% on the preferred 
stock outstanding, amounted to about 
11%% on the common stock of the 
company. This showing is entirely due 
to the use of the normal stock method 
of valuation of inventory, for had the 
inventory of the company been valued 
at cost, both at the beginning and at the 
end of the period, an actual loss of over 
two million dollars for the year 192! 
would have resulted, instead of a profit 
of approximately four million dollars. 


Il 


Problems of valuation, especially the 
valuation of merchandise inventory, are 
therefore seen to be a potent influence 
in the continued prosperity of an indus 
trial organization through the various 
phases of the business cycle. The chart 
on page 31 shows the inventory priced 
on a monthly average cost method con- 
pared to the inventory under the normal 
stock method of valuation and illustrates 
very concretely the leveling process 
which the normal stock method brings 
about. The cost method takes the aver- 
age purchase price for each month, be- 
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ginning with December, and applies it 
to the total quantity of inventory on 
hand, assuming that the inventory on 
hand is made up of the latest purchases. 
The normal stock method is applied in 
the manner explained in this paper. The 
average monthly prices of common pig 
lead at New York are also plotted and 
result in a curve of striking irregularity. 
The actual figures are omitted but the 
relation between the curves brings out 
the point very effectively. This curve 
illustrates graphically the stabilizing 
effect of the normal stock method of 
valuation of inventory, in spite of the 
uncontrollable behavior of the pig lead 
curve. 

A comparative statement of the two 
methods of valuation (viz., cost or mar- 
ket compared to the normal stock 
method) over a period of 10 years, 
1913 to 1923, which was made for the 
National Lead Company shows prac- 
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tically no difference in the net profit for 
this period, due to methods of valuing 
inventories. The ups and downs offset 
each other in the final calculation. The 
differences in individual years however 
are tremendous, the year 1921 being 
the most conspicuous case. Since fiscal 
periods are limited to only one year, it 
behooves us to anticipate to as great an 
extent as possible this leveling process 
and by some-means, such as a safe and 
conservative method of valuation of in- 
ventory, to anticipate ultimate develop- 
ments by avoiding the writing-up of 
book profits which cannot be realized 
and which are sure to be followed by 
book losses during a period of declining 
prices. The normal stock method of 
valuation of inventory has proved to be 
a very important factor in leveling the 
gains and losses over a period of ab- 
normal price conditions, such as that 
which prevailed during the years 1916 













































































Ch rl 
: Comparison of Normal Stock Method with Average 
Cost Method of Valuation of Inventories 
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to 1922. The result is obtained by 
automatically offsetting undue inventory 
gains of one year against undue inven- 
tory losses of another year. The same 
effect is sometimes sought by the meth- 
od of deducting certain amounts from 
the inventory valuations in the form of 
inventory reserves. This practice is 
more common in England than it is in 
this country. While it results in con- 
servatism, it does not however have the 
advantage of a uniform and scientifi- 
cally worked-out method which auto- 
matically creates the desired reserves, 


IV 


It is not desired to make any invidi- 
ous distinctions between the companies 
using the normal stock method of valua- 
tion of inventories and those which are 
using other methods of valuation. In 
order to illustrate concretely the effect 
of the normal stock method of valuation 
as compared with other forms of valu- 
ation over a period of years, 10 large 





Chart 1 
Comparison of Normal Stock Method with Cost 
or Market Method of Vaiuation of | tories 
Ordinates in Millions of Dollars 
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industrial companies which suffered jp. 
ventory losses in the year 1921 were 
taken and their inventories, as published 
in the respective annual reports for the 
years 1915 to 1922, plotted on logarith. 
mic paper (Chart II) along with that 
of the National Lead Company. The 
names of the companies have bee. omit. 
ted, but the yearly fluctuations of their 
inventory values as compared with the 
stability of the normal stock curve are 
quite obvious. It is impossible to isolate 
fluctuations in the inventory curves due 
solely and entirely to methods of valua- 
tion. The quantity which it is necessary 
to keep on hand is an important factor. 
However, the purpose of the chart is to 
show the general, even trend of the 
normal stock inventory curve, as com- 
pared with the uneven and irregular 
trend of the generally accepted method 
of inventory valuation. This the chart 
illustrates very well. In_ practically 
every case, large profits were shown in 
the years 1918 and 1919, due to - great 
extent to increased inventory valuations/ 
Corresponding increases in dividend 
payments and other forms of distribu. 
tion followed the publication of these 
large paper profits. In the year 1921, 
when the market dropped, the paper 
profits set up in 1918 and 1919, which 
in some cases had already been distrib- 
uted, were wiped out. Every curve on 
the chart shows a precipitous drop in 
1921 except the normal stock curve. 
The normal stock curve is comparatively 
smooth, slightly upward from 1916 to 
1920 indicating a natural growth of the 
business, and comparatively stable since 
that date. 


V 


An important consideration in a dis 
cussion of any question which affects the 
determination of net income of corport 
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tions is the attitude of the Bureau of 
Internal Revenue. The “normal” or 
“base” stock method of valuing inven- 
tories was not accepted by the Bureau 
of Internal Revenue for tax purposes. 
Corporations which are continuing to 
use this method thus find it necessary to 
make recomputations of their inven- 
tories for tax purposes. 

The Advisory Tax Board rendered 
its opinion in a very well considered de- 
cision.! The reasons given for the non- 
acceptance of the method were as fol- 
lows: 


1. That the practice has not been generally 
adopted. ‘To sanction this method of inven- 
torying in the case of the very small minority 
of taxpayers who have used it, would work 
an unjustifiable discrimination against the 
great majority of manufacturers and dealers 
who have not used it.” 

2. That it has not had any considerable 
recognition as the “‘best’”’ accounting practice. 

3. That it does not most clearly reflect the 
true income of a given year, but tends rather to 
stabilize profits, and provide reserves against 
possible future losses. 


While not taking issue with the Ad- 
visory Tax Board on this decision for 
the period covered by the excess and 
war profits taxes, it should, be pointed 
out that the reasons given for the dis- 
approval of this method are under pres- 
ent conditions no longer valid. The 
Federal Income Tax rate for corpora- 
tions has been established at 121%4% ? 
and, although subject to change, will 
probably not vary to any very great 
extent for some years to come. In any 
event, we shall no longer have such 
wide fluctuations in tax rates from year 
to year as occurred during the period 
of the war, so that a method of valua- 





‘TBR 65 Cum. Bulletin 1919, Pp. §1, 22-19-§3-1. 


“The varying tax rates on individuals and part- 
nerships present a separate problem, which is not 
raised in this paper. 
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tion of inventory which levels the gains 
and losses over a period of time, even 
though in the opinion of the Bureau of 
Internal Revenue it does not give the 
most accurate income for any single 
year, will yield the Government the 
same amount of taxes over a period of 
years and will result in no discrimina- 
tion against those taxpayers who are not 
inclined to adopt this method. In this 
connection it should be pointed out that 
Section 204 of the 1921 Federal Income 
Tax law permits a taxpayer sustaining 
a “‘net loss” to deduct it from the net 
income of the succeeding taxable year 
and any excess loss may be carried over 
and credited against the net income for 
the next succeeding taxable year. This 
provision, combined with a compara- 
tively uniform tax rate over a period of 
years, should do away with any possible 
discrimination against taxpayers using 
varying methods of inventory valuation. 
The argument that “it has not had any 
considerable recognition as the ‘best’ ac- 
counting practice” would not necessarily 
hold for future years, for the acceptance 
of this method by the Bureau of In- 
ternal Revenue would probably stim- 
ulate the general recognition of it. The 
third reason given by the Bureau of In- 
ternal Revenue for the non-acceptance 
of this method for tax purposes, viz., 
that “it arises . . . . from a desire to 
play safe, stabilize profits, and provide 
reserves against future losses” is ob- 
viously a recommendation for the gen- 
eral adoption of this system rather than 
a reason against it. 

The Bureau of Internal Revenue has 
been influential in the establishment of 
scientific cost and general accounting 
systems in many companies, which pre- 
viously had operated by “rule of 
thumb,” and in that way has benefited 
the economic development of the coun- 
try. The Regulations have generally 
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tried to follow the “best accounting 
practice’ in each trade or industry. 
However, it must be remembered that 
in accounting, as well as in other fields, 
the “generally accepted” practice is not 
always the best, and that in the course of 
time better methods may be established 
in the light of experience. 


VI 


It is quite obvious that the normal 
stock method as described presents some 
striking differences in practice and re- 
sults from the methods commonly used. 
The question naturally arises: Under 
what conditions is this method war- 
ranted? While it is difficult to formu- 
late a comprehensive definition cover- 
ing this point, it may be pertinent to 
draw attention to the character of the 
white lead industry by way of illustra- 
tion. The manufacture of white lead is 
one of the oldest manufacturing indus- 
tries which employ chemical processes 
requiring a long period of time for com- 
pletion. Pig lead is the preponderant 
element of cost in the manufacture of 
white lead. The proportion of pig lead 
consumed in the white lead industry 
however is small compared to the total 
production of pig lead, averaging not 
more than about 20%. For this reason 
the forces of supply and demand deter- 
mining the market price of pig lead are 
beyond the control of the white lead in- 
dustry. Moreover, the sources of sup- 
ply are widely scattered. A political 
disturbance in Mexico, for instance, may 
cause a sudden rise in the price of pig 
lead. Since there is a turnover of but 
twice a year, such variations afford no 
speculative opportunities, and those who 
expect to remain in the business and be 
successful must possess inherent and 
commercial conservatism. The white 


lead industry is not unusual in this re. 
spect. Inventory prices of most of the 
basic industries are subject to forces 
which are very often beyond their con. 
trol. 

In any business, therefore, which 
must hold itself responsive to serious 
fluctuations in the market prices of its 
basic elements and which, because of 
natural obstacles to rapid readjustment, 
cannot readily protect itself, a desirable 
method of inventory valuation is one 
that adapts itself sufficiently to current 
advances and declines in prices but con- 
trols the major portion of its merchan. 
dise assets by stabilizing influences. 

The leveling of inventory gains and 
losses, with the comparative stability of 
yearly profits which this method brings 
about, tends to develop a feeling of con- 
fidence among both the stockholders and 
the creditors. It also exerts a subcon- 
scious effect upon business policy which 
is very desirable. Prices of manufac- 
tured articles are kept in more proper 
relation to prices of raw material. The 
management is not elated by apparent 
profits or depressed by apparent losses. 
Such elation and depression are respon- 
sible for most business follies. The 
normal stock inventory automatically 
creates a reserve that strengthens the 
basis for credit, gives stability, and 
makes expansion safe. Moreover, it 
has the great advantage of being a con- 
crete suggestion for mitigating the sever- 
ity of business cycles, which has received 
a thorough trial over a most difficult 
period and has proved its effectiveness 
most conclusively. As the basic theory 
and the practical application of this 
method become more generally under- 
stood by the business community, a more 
general adoption of this method will 
follow and will undoubtedly help to pre- 
vent a recurrence of the 1921 experience. 
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GERMAN PRICES AND GERMAN COMPETITION 
IN INTERNATIONAL MARKETS 


By JOSEPH HELLAUER 


HE fall in German exchange 

which occurred after the peace 

treaty has brought into the de- 
termination of prices in German eco- 
nomic life relationships which economic- 
ally trained minds in the pre-war time 
would hardly have been able to describe. 
In the difficult school of a lasting and 
even now aggravated crisis, economic 
science has had to learn a great deal. 
New problems have arisen. New knowl- 
edge has been gained. Old knowledge 
has acquired greater definiteness and 
clarity. Furthermore, economic policy 
and economic practice have entered upon 
new tasks and in part have had to fol- 
low new roads. The peculiar conditions 
which, however, are typical for a coun- 
try with greatly depreciated currency 
have shown themselves in many respects 
also in France within the past few 
months. They may also have more 
than a theoretical interest in foreign 
countries which are not operating di- 
rectly under depreciated currency but 
which are affected indirectly by the im- 
portant influences which have been ex- 





1 During the war, German exchange maintained 
itself at a relatively stable level. Even in April, 
1918, the average rate for the dollar in Berlin 
was 5.10 marks (par 4.20), although it is true 
that the rate on October 24, 1917, had reached 
the height of 7.50 marks. With the break-up of 
the German front in the summer of 1918, the 
rate started to rise, but even on the day of the 
armistice, it reached only 7.33. Gradually it was 
recognized that the armistice would not lead to 
the expected peace. The rate, therefore, up to 
the provisional signing of the peace treaty in 
July, 1919, had risen to 15.04 (monthly averages), 
continuing further to 58 marks on January 19, 
1920, the day of the official signature of the peace 
treaty. Since it was hoped that Germany would 


pressed in international trade and which 
are still to be expressed. Furthermore, 
some conclusions may be drawn from a 
study of prices regarding future costs 
of industrial production in Germany and 
the future competitive ability of Ger- 
man manufacturers. 


I 


One of the peculiarities called forth 
by the economic conditions of the war 
and post-war periods appears in the fact 
that the depreciation of the mark as ex- 
pressed in exchange rates for foreign 
currencies! shows great and increasing 
divergences when compared to the de- 
preciation in domestic commerce which 
is exhibited in the rise of prices for 
goods, services, rents and leases, and the 
like. It has been customary, therefore, 
to distinguish between the value of the 
mark in foreign countries and the “‘do- 
mestic value.” The contrast of the two 
conceptions in this may give occasion to 
errors, for the domestic value is equiva- 
lent to the purchasing power of the 





be enabled to maintain itself economically, the 
rate which in February, 1920, had risen to 103.75, 
in June fell again to 36.25. Nevertheless, it 
fluctuated according to the level of hope induced 
by the various international conferences regard- 
ing the solution of the reparation problems. The 
first great step upward took place in the fall of 
1921. From 85.50 on September 1 it rose at an 
accelerated rate to the height of 295 on the twenty- 
fifth of November. It is true that the rate in 
December and in January, 1922, was somewhat 
lower (Conference of Cannes), for a_ short 
period even under 1920 rates, but in the next 
month the rise continued though with fluctuations. 
The Conference of Genoa, May, 1922, and the 
Paris conference of experts (end of May and be- 
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mark in domestic commerce. When one 
speaks of the change in the mark as 
compared with the pre-war period, one 
implies that for a unit of money today 
one secures so much less of commodities 
than he secured before the war. But 
the change in the foreign value of the 
mark does not express the same thing. 
To know this one must observe in addi- 
tion the change in value of the mark in 
relation to foreign currencies and the ex- 
tent to which prices in the given foreign 
countries themselves have changed since 
the outbreak of the war.’ 

With the great variations in com- 
modity price developments on interna- 
tional markets it is understandable that 
ordinarily only comparisons of the pur- 
chasing power of the mark in domestic 
transactions with the change in its pur- 
chasing power as against foreign mon- 
eys are made, though there too values 
are really used in the same sense. This 
value will, therefore, in further discus- 
sion not be called ‘foreign value” but 
the “exchange” value, while the foreign 
value of the mark will be used to desig- 





(Footnote I continued from page 35) 
ginning of June) brought important improvements 
in position. The quoted rate on June 2, 1922, 
brought the mark once more to 271.75 to the dol- 
lar. With the collapse of the hopes which had 
been set upon these conferences, the mark went 
rapidly upward, particularly after the end of 
July (on the twenty-fifth of July the rate was 
500). On November 8 the level of 9,150 was 
reached, followed by a decline to 6,175 on the 
twenty-first of November. But the beginning of 
the year 1923 brought forth the occupation of the 
Ruhr. This was followed by a rise in the mark 
to 49,000 on January 31. Once more the Reichs- 
bank succeeded in lowering the rate artificially. 
For a while the rate was held stable at 18,900 and 
later at 21,000, but by the end of April the power 
of this pressure was at an end and now the rate 
rose by leaps and bounds, particularly from the 
end of July, 1923, at a terrific rate. At the end 
of July the dollar was worth 1,100,000 marks; 
on the thirtieth of August, 11,000,000; on the 
thirty-first of October, 72.5 billion; on the four- 
teenth of November, 1.26 trillion; and on the 
twentieth of November, 4.2 trillion. This last 
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nate the purchasing power in terms o{ 
foreign commodities as illustrated in the 
cases of American goods above. 

If the course of domestic value of the 
mark is compared with the course of ex. 
change rates, one may grasp the extent 
to which the German paper standard 
suffered depreciation as compared with 
its former gold standard, on the one 
hand in the prices in inland commerce, 
on the other hand in the exchanges. The 
latter shows up fully only in relation to 
a foreign money which has retained jts 
full gold value. As such appears today 
in the first rank the United States dol. 
lar. On that account it is usually taken 
as the basis for reckoning of computa. 
tions concerned with this question. 

It is dificult to determine the domes. 
tic value of the mark. Domestic prices 
of wares and services have not changed 
uniformly. One must, therefore, choose 
averages for commodities chosen, partly 
because computations can be made and 
partly because of their importance for 
an understanding of the whole situation. 
Obviously, the result will differ some- 


rate has since that time been officially maintained, 
though from time to time the foreign exchanges 
have valued the mark lower. At the present— 
beginning of May, 1924—foreign countries are 
quoting the mark at more or less like values. The 
rate indicates that the dollar in German paper 
money is worth exactly one-trillionth of its parity. 
The gold mark today is, therefore, in commerce 
worth a trillion paper marks. 


2 For example, the prices in the United States 
of America beginning in 1923, as compared to the 
pre-war period, were on the average 50% higher. 
Then, with the depreciation of the mark in the 
exchanges to about 1/5,000 (that is, an exchange 
rate of 20,800) the purchasing power of German 
money in terms of American wares was about 
1/7,500 dollar or, in other words, prices in Ger- 
many should have been about 7,500 times higher 
than before the war if the exchange should have 
been in accordance with both the purchasing power 
of money and the exchange rates. If prices were 
lower than this in Germany for German goods, 
whose sale in the United States of America came 
to question, then there developed an exchange ¢* 
port premium which will be dealt with later. 
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what according to what is taken into 
consideration; further, the values of the 
mark so computed can be only approxi- 
mate. The so-called index numbers*, 
of which a considerable number are cur- 
rently determined in Germany, must be 
utilized in order to ascertain the changes 
‘n the inland value of the mark. Special 
index numbers for wholesale prices have 
been constructed, likewise, for retail 
prices and for the cost of living. The 
most important is the cost-of-living in- 
dex of the Imperial Statistical Office, 
which is reckoned weekly and monthly, 
based upon the necessary expenditures 
for two adults and three children for 
food, heat, light, rent, and, since April, 
1922, also for clothing, on an average 
which has been determined for 71 com- 
munities. One has gradually become ac- 
customed, in spite of the fact that this 
is by no means complete, to recognize 
in this index the depreciation of the 
mark in domestic transactions, in so far 
as it affects the consumer. 

The normal price levels of different 
countries, which are in regular com- 
mercial relations with one another, fluc- 
tuate constantly with a tendency for any 
changes of an unusual nature to bring 
about compensating adjustments. Im- 
portant price changes in one country— 
especially in the articles which are the 
subjects of exchange—bring similar 
price changes in the other country or 
bring about a change in the exchange 
rate, so that translated in the same cur- 
rency, after a time the same general re- 
lation between inland prices and foreign 
prices results. If the change comes first 





_ > The purpose of the indexes of the cost of 
living is to determine how the costs of living 
of a particular standard for one person or for 
a family have changed from time to time. Today 
in Germany one commonly calls the level of costs 
which prevailed immediately prior to the war 
unity, so that a single figure will show how much 
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in the exchange rates, this operates on 
the price level of one or both of the two 
countries in such a manner that it re- 
stores once more the same general rela- 
tionship of prices which prevailed ear- 
lier. Applying this to present German 
conditions—if through money inflation 
the value of money in German domestic 
commerce falls so that the prices rise, 
then there must come about, through a 
similar decline of the exchange rate of 
the mark in the foreign country, an 
equalizing force which makes German 
goods just as expensive as earlier for the 
foreign country, and for Germany for- 
eign goods will rise to such prices that 
the same relationship between the prices 
of inland wares and foreign wares pre- 
vails as before the change. If, how- 
ever, as a result of international specula- 
tion, the exchange rate of the mark sinks 
first, then the prices in Germany must 
rise so high that for the transactions be- 
tween the two countries the same results 
appear as in the earlier case. 

Now in general since the war this 
normal operation between commodities 
and prices and exchanges, as far as Ger- 
many comes into the question, has been 
destroyed—the statement may be made 
also with reference to a group of other 
European countries. It is in this way 
that the difference previously mentioned 
which exists between the exchange value 
and the domestic value of the mark has 
developed. How is this condition to be 
explained ? 

The chief cause, and at the beginning 
particularly the exclusive cause, for the 
development of different values of the 





the cost of living has increased. The various 
indexes currently computed all take as the basis 
a very modest living. Furthermore, there exist 
between these different indexes great differences 
on account of the variation of the make-up of the 
basic expenditures. Some, for instance, include 
only food; others add clothing and even the cost 
of heating, lighting, and rent. 
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mark was that through politico-economic 
measures the natural interplay between 
domestic and foreign markets, between 
domestic and foreign prices, was ob- 
structed, so that in so far as German 
economy was concerned, purposely and 
artificially inland prices were held under 
a parity which would have developed ac- 
cording to the exchange rates for for- 
eign currencies. Even during the war, 
in part the economic blockade of Ger- 
many and in part the domestic so-called 
“compulsory economy” had developed 
an isolated condition for Germany, 
which to a great extent was untouched 
by the economic happenings in the world 
market. It was possible in this way, in 
spite of the pressing need for grain, but- 
ter, and others of the most important 
foodstuffs, to keep the prices lower 
for them than for similar goods in 
foreign countries. Nevertheless, it was 
impossible to avoid the illegitimate 
trade (Schleichhandel) which the off- 
cials were never wholly able to suppress, 
which sold commodities at much higher 
than the official prices. In spite of the 
need of the domestic population for 
other foodstuffs, it came about that a 
considerable quantity was smuggled 
from Germany over the border to for- 
eign countries to take advantage of bet- 
ter prices. 

In general, compulsory regulation 
utilized two means—direct influencing 
of prices and assurance of the satisfac- 
tion of most pressing needs in spite of 
compulsory low prices. The first was 
accomplished through the fixing of maxi- 
mum prices or the less strict “correct” 
prices by official influencing of cartells 
and special war economic organizations 
in their price policies, by the perform- 
ance of commodity distribution by off- 
cial bodies at correspondingly low prices, 
by prohibition of profiteering for pro- 
ducers and middlemen, in combination 


with prohibition of unnecessary trans. 
fers of goods. The assurance of the 
satisfaction of most pressing needs was 
sought through the influencing of pro. 
duction in various ways; through the 
conscription of goods; through the pro. 
vision that produced or imported wares 
must be delivered at certain points, pref. 
erably to officials or to special war eco. 
nomic organizations; by means of ap- 
portionment on the part of officials or 
through prescriptions for private enter. 
prises with regard to apportionments 
whereby, for instance, delivery had to 
be made according to rules with the 
help of ticket and certificate systems; 
through the control of imports, which 
were handled in a large measure 
through the war economic organization 
itself; and lastly through export prohi- 
bitions and export control. 

After a long, terrible transition, after 
the armistice and the economic block. 
ade had finally been given up, the com- 
pulsory economic structure of war times, 
which was only a necessary evil and with 
which no one expected to be satisfied, 
was gradually torn down. That it was 
not done more quickly and more thor- 
oughly was due to the two economic 
goals which were followed. It was not 
considered desirable that the foreign ex- 
change rates should be driven to new 
heights through a suddenly increased de- 
mand for foreign goods, also that a cer- 
tain control of export (especially with 
regard to the utilization of the bills of 
exchange thereby produced) kept the 
course of bills down. A sudden rise of 
the inland price to the level of world 
prices was to be avoided if possible in 
order to reduce the need of the broad 
masses of the population, whose in- 
comes were not rising in similar mea 
sure and at similar times. Furthermore, 
it was rightly held that, as long as the 
domestic value of the mark remained 
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higher than its “exchange” value, a rise 
of the latter would be more easily pos- 
sible with the entrance of half-way nor- 
mal economic and political conditions 
than if the domestic value were so much 
below the “exchange” value. 


II 


Most important during the post-war 
eriod for the artificial maintenance of 
the level of the inland value of the mark 
—or, in other words, for keeping down 
the cost of living and so the general 
price level, particularly grain and bread 
prices, prices for coal, railway freight 
rates, and rents—was in general the 
prohibition against profiteering for 
articles of daily need through the law 
against profiteering of May 8, 1918. 
Among all the commodities for which 
there existed compulsory regulation in 
war, bread was undoubtedly the most 
important and here regulation was most 
successful. It was difficult, therefore, 
to decide to give it up and only as late 
as 1921 were some of the regulations 
removed. Up to that time the entire 
bread-grain of inland producers, above 
a given amount for personal use, had to 
be delivered to the Imperial Grain Of- 
fice, which combined it with imported 
grains and gave it to the communities 
in the form of grain or flour. The com- 
munities in turn took care that the bread 
produced from these grains, as well as 
flour, was distributed among people 
only against bread tickets in rationed 
amounts. Grain prices were held very 
low. For instance, the price of rye at 
the beginning of 1921, when dollars 
had risen to about 18 times their former 
value in terms of marks and when the 
rye prices in the United States of Amer- 
ica were more than double the prices of 
July, 1914, was fixed at about 8-fold 
the pre-war price when 40-fold would 
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have been nearer the new parity. In 
order to accommodate agriculture, the 
so-called “transfer” procedure was in- 
stituted. Accordingly the individual 
grain producer was compelled to deliver 
to officials at low prices an amount fig- 
ured according to the total need for the 
Empire, while the remainder of his pro- 
duction could be sold in the open mar- 
ket—that is, could be sold at prices 
which approximated world market 
prices. The “transferred’’ grain was 
made into bread, which in turn was de- 
livered only against bread tickets, but 
now only to the economically weaker of 
the population. There was now ticket 
bread and ticket-free bread. How 
much the price of the first was kept 
artificially low is shown by the follow- 
ing example. On June 2, 1923, 1,500 
grams of ticket bread, after the price 
had been raised to more than double, 
cost 1,900 marks. At the same time 
the same amount of ticket-free bread 
cost 3,500 marks. Foreign rye was 
quoted at that time at about 134 million 
marks, while the Imperial Grain Office 
paid for the “transferred”’ grain on the 
average only 600,000 marks. The Of- 
fice was compelled to purchase a part of 
the needed grain in foreign countries, 
but the Imperial Government assumed 
the difference in price in order that the 
bread prices should not be raised still 
higher. In the fall of 1923 this kind 
of bread regulation ceased. Trade in 
grains and breads was now in general 
just as free as in other wares (although 
the control of price-fixing was subjected 
to the profiteering law). Only a bread- 
grain reserve was maintained by the Im- 
perial Grain Office, thereby eventually 
to act in a regulatory manner in com- 
merce, and a bread tax according to abil- 
ity was levied in order that a cheapen- 
ing of bread, if possible, could be car- 
ried through for the very needy. 








40 HARVARD BUSINESS REVIEW 


III 


The bread of manufacturing is coal. 
For German coal economy there existed 
a communal economic organization on 
the basis of the law of March 23, 1919. 
In accordance with its provisions the 
fuel supply of the Empire was placed 
under the supervision of the Imperial 
Economic Ministry, which directed the 
Imperial Coal Council, in which besides 
the mine operators, workers, and ofh- 
cials, coal trade, and coal consumers, in- 
cluding transportation enterprises, were 
represented. For coal production the 
law provided a compulsory syndication. 
The law provided that the owners of 
coal mines should join in syndicates ac- 
cording to production areas and all the 
syndicates should form a federation 
called the “Imperial Coal Union.” To 
this body was given the obligation of 
fixing the selling price for the wholesale 
trade, in which it was however com- 
pelled to take account of the interests 
of users. Moreover, the Imperial Eco- 
nomic Ministry possessed the right, 
through its representation in the sessions 
of the Imperial Coal Union, to lower 
prices with which the public welfare was 
threatened through the forcing up of 
prices. On the basis of currently de- 
termined coal prices, communities and 
circuits set local retail prices up to the 
end of 1923. Coal for retail consump- 
tion was likewise given only against coal 
tickets. Because of the organization 
set up, coal prices could be fixed only 
with broad protection of social and eco- 
nomic interests. Actually, German coal 
prices were for a long time held under 
parity for English coal. On January 1, 
1920, the price for Westphalian coal 
Number 1 amounted to only 17% of the 
price for an English coal, which was 
quoted the same in 1913. On April 1, 
1920, the German price was only 18% 
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of the English price. Then from the 
middle of 1921 on, the price of Fp. 
glish coal declined rapidly and the ratip 
of German to English prices was raised 
but German prices were always lower, 
Even in the second half of 1923, when 
the Ruhr occupation became operative, 
the German coal prices were on the 
average 40% under world-market par. 
ity. Moreover, it is necessary to take 
into account that in German coal prices 
a coal tax was included, which eventually 
was raised to 40%. From the middle of 
1923, however, prices could no longer be 
kept down. The heavy burden which the 
Ruhr occupation brought with it for 
Westphalian coal production, and the 
far-reaching elimination of this im 
portant German production area from 
trafic with the unoccupied areas made 
large increases necessary. On October 
I, 1923, the price of Westphalian coal 
amounted to more than double that of 
equivalent English coal, which even then 
cost almost double the peace price. As 
a consequence of the abnormally high 
prices, sales stopped. Prices had to be 
reduced again. The government re- 
moved the coal tax, but coal prices to- 
day in gold marks are about double the 
pre-war prices. German manufacturing 
and transportation enterprises no longer 
possess an advantage arising out of coal 
prices. 


IV 


German industry has for a long time 
had an important support in relatively 
low railway freight costs. The Im- 
perial Rail Administration has regarded 
it constantly as its most important duty 
to serve industry and the people. In 
times of rising prices they have sought 
to increase the heavy cost as little as 
possible through freight increases. Con 
sequently, only very roughly was the 
depreciation of money followed by cor 
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responding rises in freight rates. Ac- 
cording to one published collection of 
freight index figures in Die Wirtschaft- 
skurve, the freight rates on March 1, 
1921, for instance, averaged 5.88 times 
as great as pre-war freights, while the 
wholesale price index at this time 
showed a rise of about 20-fold. Still 
later, in order to remove the burden 
from the Imperial finances, freights 
were energetically raised. Afterwards 
the advances took place usually only 
every two or three months at the most, 
sometimes once a month; the upward 
bounds of exchange rates for foreign 
moneys left freight tariffs far behind. 
Imitating the example of manufactur- 
ing and trade, tariff base figures were 
fixed on August 20, 1923, which repre- 
sented gold-mark prices; to compute the 
actual tariff it became necessary to mul- 
tiply these base prices with the pub- 
lished figure of dollar exchange, the 
rate used being the rate on the day of 
publication. With the rapid deprecia- 
tion of the mark, these multipliers 
lagged, so that on November 1, 1923, 
tariffs were expressly stated as gold- 
mark tarifts which had to be paid at the 
going rate for the dollar on the day be- 
fore the payment was made. Even with 
this method the Imperial Railroads suf- 
fered important losses in the changes 
from one day to another, which ceased 
only with the introduction of a stable 
money. Today German railway tariffs 
are on the average about one-half higher 
than in the pre-war period. For a 
while they went somewhat above the 
average increase of wholesale commod- 
ity prices and today stand only a bit 
under. Moreover, the advances in 
freight rates vary for individual com- 
modities in part. There are some com- 
modities for which the increase amounts 
to more than 100%, sometimes almost 
as much as the traffic will bear. As a 





GERMAN PRICES AND GERMAN COMPETITION 41 


whole, it must be declared in general 
that German industry and commerce 
have been able since the fall of 1923 to 
secure no important encouragement 
from freight rates such as they secured 
before the war. 


V 


The only artificial cheapening, if one 
disregards wages and salaries because 
of their peculiarities, that has been 
maintained until today in any important 
measure exists in connection with rents. 
The rent protection introduced by legis- 
lation, through which house rents can be 
reckoned only in determined relation- 
ships to peace-time rates and according 
to which renters cannot be given notice, 
has subjected house owners to very 
heavy burdens for the general benefit. 
It must be admitted that this has had 
for the public one very unpleasant re- 
sult. The need for new dwellings has 
developed a fearful housing shortage. 
In the Wirtschaftskurve it is estimated 
that for a peace-time rate of 100 marks 
the rent in 1920 was 120 marks; in 
1921, 135 marks; November, 1922, 203 
marks; November, 1923, 6,900,000,000 
marks. 

It is evident that the operation was 
finally an almost complete confiscation 
of the return. It is true that there were 
added to the rents proper certain sur- 
charges which the householder had to 
pay, namely, taxes, insurance, and so 
forth. The obvious result that the 
houses gave no return to their owners, 
but that payments had to be made to 
keep them up, did not change matters. 
Now, however, in the course of the year 
1924 the rents are gradually to be 
brought again to peace levels, although 
the returns herefrom will accrue only in 
smaller part to the house owners and 
chiefly to the state and to the communi- 





GERMAN PRICES AND GERMAN COMPETITION 43 








42 HARVARD BUSINESS REVIEW 


ties. The result will be that also this 
last cheapening factor in living costs will 
soon have disappeared. In April of 
this year the rent was already 35% of 
the peace-time rate. 


VI 


In general, objects of daily need— 
the conception of such objects was 
widely interpreted—were restricted in 
their price advances through the ordi- 
nance against price raising of May 8, 
1918, and its revision of July 13, 1923. 
Accordingly, any one who demanded, 
accepted, or promised a price for an ob- 
ject of daily need which contained an 
excessive gain was to be punished for 
profiteering. To control this, which 
with other matters was one function of 
the Price Control Office, there followed 
a very careful calculation of prices. It 
was admitted that the price should con- 
tain the special production costs and 
corresponding portion of the general 
costs of doing business, interest upon 
owned and borrowed capital required 
for production, and risk premium for 
eventual losses, the entrepreneur’s sal- 
ary as compensation for the work per- 
formed by the entrepreneur, and finally 
a suitable profit which in any case could 
not be higher than the usual profit in the 
pre-war period. In this way, commerce 
and industry were compelled in general 
to calculate more exactly than they did 
in peace times. A peculiar consequence 
of these price-fixing provisions was that 
for the commodities to which they ap- 
plied—excepting the special conditions 
of the cartell system—there could be 
really no uniform price, excluding only 
the individual lots of similar wares in 
the hands of the same entrepreneurs, 
which might be based according to an 
exactly calculated average price. 

It was very harmful for business men, 


in part ruinous in operation, that up to 
1922 they had to continue their calcula. 
tions of the costs figured on the basis 
of the amounts expended, no matter 
whether in the meantime the mark had 
further depreciated or not. Legislators 
adhered obstinately to the fiction that 
a mark equaled a mark. Severe losses 
unavoidably arose and many retailers 
finally lost their entire business capital, 
thereby becoming incapable of making 
further purchases. Large manufactur. 
ers and wholesalers knew better how to 
avoid the operations of the legal regu. 
lation, although in part they also suf- 
fered very considerable losses. The 
claim was urged that calculations should 
be made on the basis of reproduction 
cost, whereby it was understood that 
the selling price should be so constructed 
that it contained the costs which were 
necessary at the time of sale to procure 
or to reproduce similar goods. In this 
way the capacity of the business with re- 
gard to the size of its stock could be 
more or less maintained. This claim 
was denied, but in December, 1922, 
certain ministerial regulations, which 
were in their most important aspects in- 
cluded in the revision of the ordinance 
mentioned above, admitted that the gen- 
eral depreciation of money, which took 
place after the expenditures had been 
made, might be taken into consideration. 
The declaration that in so far as no 
panicky market situation prevailed, a 
price should not be considered as profit: 
eering when it was no higher than the 
market price, met, although very late, 
the greatest and most pressing needs of 
commerce and manufacture. Neverthe 
less, the consequence of the above-men- 
tioned profiteering law was that during 
the progressive depreciation a rapid ad- 
justment of prices to the lowered value 
of money was hindered or made impos 
sible. Particularly in the retail trade, 
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this showed itself clearly. That the gap 
between domestic and world exchange 
values of the mark could be maintained 
so long and at such a high figure is to 
be traced to no small extent to this law. 


VII 


This sketches the second cause of the 
rise in the difference between the domes- 
tic value and the world-exchange value 
of money. In times of large and sud- 
den money depreciation, commodity 
prices do not ordinarily follow to the 
full extent the figures indicated by ex- 
change quotations, especially for com- 
modities which are produced for domes- 
tic consumption and sold in domestic cur- 
rency. Economic relationships are too 
varied and complicated to take account 
daily of the value of money as shown 
by exchange quotations in all the trade 
relationships for infinite variety of wares 
in wages and salaries, freights, and so 
forth. The popular conception is too 
much attached to money as a measure of 
value. 

Business transactions use likewise the 
same measure of value for calculations 
of accounts and there exists a certain 
difficulty if a changed measure of value 
is to be taken as a basis. Furthermore, 
adaptability and its willingness to adapt 
vary widely in different branches of 
trade. The wholesale trade for im- 
ported wares is customarily the most 





* How the various branches of wholesale and 
retail trade adapted themselves in different ways 
to money changes is portrayed by the following 
figures taken particularly from Wirtschaftskurve. 

In the year 1922 the dollar rate from October 
to November changed from 513 times the peace 
rate to 1,488 times. The wholesale price index of 
the Frankfurter Zeitung, computed monthly for 98 
commodities, rose from 432-fold to 945 times the 
Peace-time rates. In other words, the exchange 
rate had risen 190%; the wholesale prices followed 
on the contrary with only 119% rise. Then the 
wholesale prices attempted to catch up. Actually 
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rapid to adapt itself to changes, and 
necessarily so because its own costs of 
goods are directly dependent upon the 
current exchange rates. The wholesale 
trade for domestic wares, on the con- 
trary, lagged very considerably behind 
and even here there was a difference de- 
pending upon whether raw materials or 
wholly fabricated products were dealt 
in. Just as wholly fabricated products 
show less the changes in prices due to 
business conditions than raw materials, 
so also with fluctuations in rates for bills 
of exchange. The raw-material trade is 
more mobile than manufacturing, the 
products of which are often the result 
of long production processes and the 
prices of which are dependent upon 
various elements of cost, wages, sal- 
aries, depreciation, the amount of which 
in money units does not change so rap- 
idly. Customarily the retail trade is 
slowest in adapting itself to changes, 
partly because retail establishments are 
managed by men who are less well- 
trained and more short-sighted, partly 
because the purchasing public, whose in- 
come (particularly wages and salaries in 
large part) does not follow exchange 
fluctuations, protests against frequent 
and large price changes, entirely aside 
from the operation of the earlier-men- 
tioned profiteering law, which in Ger- 
many still operated to retard price 
changes. Moreover, conditions dif- 
fered according to the depreciation 





they rose from November to December, when the 
dollar rate rose from 1,488 times to 1,777 times, 
19%, from 945 to 1,674 times—that is, 77%—and 
thereby had practically caught up with the ex- 
change rate. Often in the course of the past year 
wholesale prices caught up because of a temporary 
decline of the exchange rate, which they did not 
follow or followed only partially. Wholesale 
prices remained behind again when the dollar 
rose from January to February, 1923, from 2,045 
to 9,524 times the pre-war parity, the rise in 
prices only from 2,054 times to 7,159 times. How- 
ever, from February to March a fall of the dol- 
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period selected. Depreciation held it- 
self in narrow limits during one period, 
during another or longer took place in 
great leaps. Furthermore, the Ger- 
mans, who were known as economists 
on account of their adaptability, could 
not divest themselves of the fiction that 
a mark equaled a mark. They saw in 
the higher prices a rise which was to be 
fought and not simply the expression 
of depreciated money. It was long be- 
fore they became accustomed to recon- 
struct the money side of the price quota- 
tion according to the value of the money, 
when it happened that daily or even sev- 
eral times daily it was necessary to com- 
pute such changes. The capacity to 
take completely into account the money 
side in itself and in business transactions 
and to make necessary changes with 


(Footnote 4 continued from page 43) 
lar rate from 9,524 to 5,381 times brought with 
it a change in wholesale prices of from only 7,159 
times to 6,770 times pre-war parity. Relatively, 
therefore, wholesale prices were at that time con- 
siderably higher than dollar parity. However, 
they were still far under world-market equivalent, 
because even in the United States of America it- 
self, wholesale prices were on the average about 
50% higher than in the pre-war period. 

How varied a price determination for domestic 
and foreign commodities took place in relationship 
to exchange rates is shown by the fact that, during 
the above-mentioned change of the dollar rate from 
October to November, the index for 10 domestic 
wares rose from 304 to 623, abuut double, while 
the index for 10 foreign commodities rose from 481 
to 1,267—that is, not much less than the change 
in exchange rates. 

The difference in the adaptation of wholesale 
and retail prices to exchange rates is also shown 
by the following. Ten commodities rose from 
January to February, 1923, in wholesale from 
1,895 to 6,548 times the pre-war rate; in retail 
trade, on the contrary, only from 1,142 to 2,875 
times. Obviously, such great differences had to 
be smoothed out gradually, which took place in 
such a way that in times when in wholesale prices 
a certain stability had been reached, retail trade 
continued to raise its prices. Nevertheless, only 
slowly did they follow the money depreciation. 
First with the introduction of the gold-mark prices 
in the summer of 1923 did it become possible in 
some measure to keep step with exchange rates. 


fluctuations of the dollar rate was firs 
fully recognized when the complete col. 
lapse of the mark occurred in the sum. 
mer and fall of 1923. Ultimately this 
understanding became the possession of 
practically every farmer, housewife, r. 
tail dealer, and worker. However, tha 
was about the time when gold-mark 
reckoning came into effect, whereby the 
amount of money to be paid was com. 
puted according to the current exchange 
rate. Then also the demand for , 
stable measure of value was satisfied, 


VIIl 


The fact that the cost of living in 
Germany up to the stabilization of the 
mark in the late fall of 1923 rose con. 
tinually less than the dollar, coupled 


In general the cost-of-living index lagged behind 
the rise of exchange rates even more than retail 
prices. This condition came about because in this 
index not only the changes in retail prices are 
recorded, but that for long periods in spite of tie 
large increases in dollar rates, rents remained 
unchanged. Furthermore, the necessities of life, 
particularly bread, were subject to severe price 
regulation. So it came about that, for example, 
the increase in the cost-of-living figure of the 
Statistical Office for the budget with clothing was 
in February, 1923, only 1,643 as contrasted with 
the rise of 2,575-fold in retail trade and with a 
exchange rate for the dollar of 9,524-fold. At the 
time of the complete collapse of the mark in the 
fall of 1923 there were weeks when the maladjust- 
ment between exchange rates and the cost-of-living 
index was even greater. But this served to protect 
the great mass of population, whose salaries and 
wages usually lagged even more behind the 
changes in exchange value of the mark than com 
modity prices. Gradually the cost-of-living inde: 
followed exchange quotations, so that today ' 
stands somewhat above the rise of the dollar rate 
—at the end of April, 1924, 1.14 trillion as col 
trasted with about 1 trillion times the pre-wi 
rate. Even then, considering the money deprecit- 
tion, it stands much below the cost-of-living inde 
in countries with good currency conditions. | 
European countries, whose exchanges have bes 
maintained their values, the cost of living today 
is from 70% to 80% higher than in pre-war umes 
That would correspond for Germany to an index 
number of from 1.6 to 1.7 trillion. 
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ete col countries with good money rates for all 
the sum. work, made it possible to keep German 
tely this wages expressed in gold at a much lower 
'ssion of level compared with pre-war relation- 
wife, re, ships than in countries with high-value 
ver, that money. It must be remembered that 
)d-mark because the rise of living costs in the 
reby the United States of America, say at the 
me Com one-time figure of 50%, with an ex- 
xchange change of living cost in Germany, im- 
1 for a plies really only half a simultaneous 


tisfied rise of living costs in terms of dollar 
rates, so that the relationship between 
German and American living costs has 
declined to about one-third of the rela- 
tionship in pre-war times. 

In many branches, however, during 
part or all of the depreciation period the 
wages of laborers rose less than the 
cost-of-living index. That meant that 
real wages of the laborer were smaller 
than in peace times. When the rapid 
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ie pn advances in the cost-of-living index in 
ite of the the summer of 1923 brought them close 
wr to the danger that through the lag of 
ere price nominal wages, real wages would sink 
—_ to an intolerable level, automatic in- 
vee creases of wages were first demanded to 
sted. with correspond with the cost-of-living index; 
Aaa later, gold wages and salaries. Al- 
‘ in he though in this way the most pressing 
wiediet needs were met, today the real wages 
~of-living in many branches are very considerably 
0 age below the pre-war level. 
hind the For an enterprise the prices of whose 
han cot commodities have increased more than 
age wages, and that was the case as a rule 
yar rate with large undertakings, the outcome 
) as col was (assuming the performance of the 
ole laborers to be the same as in the pre- 
ng index war period) that the share of labor in 
ons. In the price of the products had become 
se smaller than previously. However, in 
ar times general the amount of work done by 
an index German laborers in the post-war period 
was smaller than before the war. This 
L» 
tual. socio-political reasons take the step 
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decline varied in different branches of 
industry; and in general the perform- 
ance has again increased. At any rate, 
investigations, which were instituted by 
the Wirtschaftskurve, have yielded the 
conclusion that the share of wages and 
salaries in the price of products of labor 
has in the majority of cases been re- 
duced as compared with the pre-war 


period. 
IX 


Out of the lower wages, the lower 
prices for raw materials and supplies 
produced in Germany and other lower 
costs such as freights, rents, and so 
forth, in comparison with countries 
which had not suffered inflation, there 
arose for German producers a great ad- 
vantage, particularly in the early years 
after the war and in part immediately 
after a particularly large decline in mark 
values, which was not followed by 
equivalent increases in wages and mate- 
rial prices. In addition, the long-main- 
tained fiction that a mark equaled a 
mark led to mistaken calculations; de- 
preciation and other expenses were cal- 
culated just as in peace times, taking 
little or no account of the decreased 
value of the mark and the need for 
changed methods. The first led to an 
increased ability in competition with the 
foreign countries, which however was 
illusory in large measure because other 
entrepreneurs—the sellers of raw ma- 
terials, railroads, and the like—suffered 
corresponding losses, even if one for 
the moment disregards poor living con- 
ditions of workers, which were a conse- 
quence of low wages. In the second 
case, the false calculations meant real 
losses of capital for the particular under- 
taking itself, although the calculations 
for the most part showed unusual gains. 
Scarcity of capital began to be felt and 
often enterprises discovered they could 
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no longer operate on the same scale as 
before.® 

Export premiums developed out of 
the conditions attending money depreci- 
ation; these led to the notorious “‘ex- 
change” dumping. In the examples 
above, there is a possibility in the first 
case of underbidding foreign production 
by 50.9% and in the second case by 
82.9% without being compelled to re- 
duce profits from a normal level. It is 
evident, therefore, that the so-called 
“dumping” was not really dumping. It 
differs from dumping, as that term was 
understood in the pre-war period, 
through the fact that there was no sale 
abroad at lower prices than were de- 
manded normally in domestic trade and 
that therefore there was no sale without 
smaller gain or with greater loss abroad 
than at home. Although there has been 
some real dumping, it is peculiar in that 
it has generally been done unconsciously. 
This was the case when, on the basis of 
mistaken calculations, sales were made 





5 The increased ability to compete, which rose 
out of the mentioned sources, was in part very im- 
portant. Two schematic computations for the end 
of 1920 will make this clear. The production of 
two commodities in foreign countries is compared 
with the production in Germany before and after 
the war. It is assumed that with both commodi- 
ties in the pre-war period and with the produc- 
tion in Germany, there is a rise in price of 25% 


with a paper profit which became actual. 
ly a loss. We have to do here not with 
lower-than-domestic prices but with 
prices which wrought losses in both, 
Many times the two kinds of dumping 
—“exchange” dumping and the uncon. 
scious dumping—were bound up with 
one another. “Exchange” dumping 
often yielded very high paper profits, 
In our two examples the profit might 
have been made 200% of the normal 
gain and still have permitted a price cut 
of about 45% below the foreign price, 
The German exporter was thereby, in: 
certain sense, in a difficult position, 
Sometimes he was blamed for making 
high surcharges upon inland prices; 
many times he was disappointed at the 
underbidding and called for anti-dump. 
ing legislation. When dumping, re. 
garded from an economic standpoint, 
seemed to amount to a dissipation of the 
country’s labor and resources, govern 
ment interference was resorted to. 
However, the government did not for 





for the prices of raw materials, labor costs, geo- 
eral costs, and profit. In the first case the raw 
material for production in Germany is to be taken 
from abroad; in the second case, it is produced a 
home. For the foreign production the raw material 
is in both cases purchased abroad. It is further 
assumed that, as a result of the price increases 
through the war, the foreign producer has to pay, 
as contrasted with the pre-war time, double for 


















































TasLe I. Commopiry MANUFACTURED IN GERMANY OF ForEIGN Raw Materials 
Pre-War AFTER THE WAR 
In Foreign In Germany | 
In Germany In Foreign Country in In Germany in Foreign | 
Elements of Cost and Foreign Country German Currency in German Currency | 
Country in Foreign (10 times Currency (German currency 
Currency foreign standard) divided by 10 | 
Raw material........... 25 x2 =50 g00 25X2X10=500 50 
Pere 25 x2 =50 goo 25X4= 100 10 
MR ek wcincddnane 25 x14=37.5 375 25x3= 75 75 
PONG isndnsracnebinn 25 45.8 458 225 22.5 
100 183.3 1,833 goo go.0 
Difference 933=50.9% 
Difference 93.3= 50.9% 
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socio-political reasons take the step 
which would have been suitable and 
might have been effective, namely, to 
cease artificial cheapening of living costs 
and of production and thus in part to 
work toward the end that the whole 
costs of production should again be cal- 
culated properly and that labor power 
should again be fully paid. Instead of 
this, they sought by legislation to bring 
about the greatest difference between in- 
land and export prices, in part by levy- 
ing upon this difference an export pre- 
mium to be used for socio-political pur- 
poses. Although supervision of exports 
had existed early in the war as well as 
later, it was placed under new regula- 
tions and organizations by the ordinance 
of December 20, 1919. In the main 
this control was to be accomplished 
through the Foreign Trade Office, pref- 
erably by self-governing bodies of the 
individual industries under the super- 
vision of the Imperial Commissioner for 
Import and Export Licenses. In gen- 


raw materials and labor, 1% times for overhead, 
while the profit as compared with pre-war times 
is reckoned at 1/3 of the total costs. In Germany 
the exchange rate has risen 1o-fold, labor costs 
4-fold, general costs 3-fold, and raw material 
which is to be brought from outside 20-fold, in- 
land material on the contrary increased only 3-fold 
in value. 

It is clear what enormous effect the assumed 
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eral, exportation could take place only 
with export licenses, which would be 
furnished only if the commodity was 
not badly needed for the satisfaction of 
domestic needs and, secondly, if the sell- 
ing price was not too much below the 
prevailing foreign price. A control of 
prices was introduced for export which, 
as may be easily understood, was very 
difficult to administer. In many cases, 
if it did not deal with large quantities 
of goods, it passed over things alto- 
gether. At the outset, mark prices were 
permitted and exchange surcharges were 
fixed, which for the various purchasing 
countries were determined according to 
the depreciation which in this particular 
country the mark suffered in relation to 
the foreign currency. The differing 
price levels which developed led to in- 
tolerable conditions. Later a demand 
arose for price-fixing in a suitable for- 
eign currency. Through this super- 
vision at the same time the develop- 
ment of the greatest number of bills 





conditions, which for the particular time (end of 
1920) were not extraordinary, exercised upon the 
competitive ability of German production. It 
operated that, as far as import Germany was con- 
cerned, German production enjoyed an exchange 
protection against foreign competition which no 
tariff had ever given to German production. In 
the first example, protection amounted to 104%; 
in the second, 450%. 


TABLE II. PropuctT MANUFACTURED IN GERMANY OF Domestic Raw MATERIALS 


















































dertook some hedging operations, be- 


| Pre-War AFTER THE WAR 

In Foreign In Germany 

In Germany In Foreign Country in In Germany in Foreign 

Elements of Cost and Foreign Country German Currency in’German Currency 

Country in Foreign (ro times * Currency (German currency 
Currency foreign standard) divided by 10) 
Raw material........... 25 x2 =f0 goo 25X3= 75 7-5 
ae ii ds asic 4p ea 25 x2 =50 500 25X4=100 10.0 
— ees Cre fo 25 x14 =37.5 375 25X3= 75 7.6 
Eo 25 45.8 458 83.3 8.3 
100 183.3 1,833 333-3 33-3 
Difference 1,499.7=82.4% 
Difference 150.0=83.4% 
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certain limits—for instance, with 
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was sought and a certain percentage of 
those arising out of export transactions 
had to be sold to the Reichsbank. In 
this way the possibility was to be cre- 
ated of exercising a determining influ- 
ence on the formation of exchange rates. 

It was clear that such arrangements 
must seriously hinder export trade. 
Nevertheless, their educational influence 
was not to be underestimated at a time 
when trade and industry had not fully 
recognized the dissipation of resources 
which often followed through the rela- 
tionship of domestic and foreign prices. 
But when the time came that, with the 
rapid approach of domestic and world 
prices and with the rise of expenses, the 
possibility of any important underbid- 
ding no longer existed and rather numer- 
ous export difficulties appeared, these 
arrangements had served their purpose. 
Through the declaration of May 19, 
1923, intensive export control was with- 
drawn for the majority of export wares. 

The stipulation that any export prices 
be quoted in foreign currencies was felt 
by trade in normal times to be a heavy 
burden. That meant, of course, that the 
exporter took the exchange risk. On 
the contrary, when domestic currency is 
subject to great fluctuation and eventu- 
ally to depreciation, as was the case with 
the mark after the war, then the ex- 
change risk becomes unimportant and 
the risk relating to the value of domestic 
currency—that is, ““money-value risk’’— 
becomes the most important. 

The exchange risk, which obviously 
depends upon the sale or purchase in 
foreign currencies, exists in export from 
the moment of sale or from the time of 
the definite offer, to the moment of con- 
version into domestic currency, or in 
import from the time of purchase or 
(when the particular commodities are 
fully dependent in price determination 
upon the exchange rates of particular 
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foreign currency) from the time of the 
sale of the imported ware in domestic 
currency to the procurement of th 
amount of foreign currency required fo, 
payment. To shift this risk it is pos. 
sible, in so far as immediate purchase 
of foreign currencies can or ought not 
to be made for immediate deliveries 
usually for the exporter to carry on e. 
change insurance transactions by the sale 
of foreign currency for future delivery 
or for the importer by purchase of fy. 
ture exchange. Thereby the exporter 
has assured himself of a definite retur 
in domestic currency, the importer of ; 
definite cost in domestic currency. Noy, 
if the domestic currency is exposed to 
the danger of depreciation, the exporter 
will, in his attempt to escape the smaller 
risk of exchange fluctuation of foreign 
currencies, be subjected to the greater 
risk of domestic currency depreciation. 
The importer, on the other hand, may 
have the opportunity through assurance 
of his costs in domestic currency, in s0 
far as he has not already sold the goods, 
of enjoying an increase in commodity 
prices as a result of money depreciation. 
He, therefore, places himself in a pos: 
tion as a speculator upon further depre- 
ciation. However, he is not able to sell 
his products without at the same time 
assuring himself of at least the amoutt 
of foreign currency owed for the goods. 
Up to the time of the sale, however, a 
least with commodities whose prices fol 
low world markets, he is protected aso 
his debt in foreign currency by posses 
sion of the goods themselves. . 
It appears, therefore, that with 
money conditions as they have been !1 
the past few years in Germany, no great 
need for exchange hedging or forward 
exchange has existed for exporters, # 
least when the sales were made in terms 
ef a good foreign currency. Neverthe 
less, German exporters up to 1922 Ut 
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dertook some hedging operations, be- 
-ause from time to time they feared a 
fall in foreign currencies. In the year 
1922 this stopped. Business men were 
glad to have orders in foreign curren- 
cies; many times they wished to find 
ways to avoid turning these into domes- 
tic currency at all. For export mer- 
chants, risk ceased to exist in so far as 
it was finally possible to sell in foreign 
currencies; finally manufacturers would 
sell only in terms of good foreign cur- 
rencies. As a whole, their business was 
carried on in foreign currency. 

Domestic business sought to avoid the 
“money-value risk.” During a greater 
portion of the post-war period, since the 
sellers as the possessors of wares have 
been in the stronger economic position, 
the most obvious course would have 
been also here to fix prices in foreign 
currencies. But official regulations pre- 
vented this. The government did not 
wish the mark to be further depreciated 
through its exclusion from use in the 
large part of the domestic commerce 
and prohibited on that account selling in 
foreign currencies, although certain ex- 
ceptions were made. Other means had 
to be devised. One of these methods 
was the demand for payment in full or 
in large part in advance, in order to pro- 
cure a definite amount of money before 
possible subsequent depreciation. The 
money received was then immediately 
spent for commodities. Of especial im- 
portance were the sales with ‘“‘open”’ 
prices, a method which came into vogue 
for transactions with delayed deliveries, 
in which the seller, during the period be- 
tween the contract and delivery, did not 
bind himself to a given mark price. The 
seller could not arbitrarily change the 
price, but could undertake changes 
which were justified by changes in cir- 
cumstances. Prices could be adjusted 
with changes in given conditions within 
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certain limits—for instance, with 
changes in wages or in raw-material 
prices. There were also the so-called 
“sliding-scale prices,’ which also even 
before the war had played a part in 
some branches of industry. To these 
belonged the prices which changed in 
proportion to the change in a certain 
index—for instance, the general whole- 
sale price index or a given trade index— 
or with a given exchange rate, for in- 
stance, the rate for the dollar or for the 
Swiss franc. The latter has played in 
the past two years an important part; 
one spoke of price-fixing in “exchange- 
secured” marks. It was determined by 
agreement which exchange rate was to 
be used as a basis—whether the ex- 
change rate on the date of delivery, or 
of payment, or of receipt of payment, 
or some other day. The price on the 
day of sale was converted into foreign 
currency and then re-converted into 
paper marks at the new rate. The op- 
eration was the same as if one had sold 
directly in foreign currency, with the 
condition of payment at the rate of 
some later date. Finally this mask was 
allowed to fall and from the summer 
of 1923 on, sales were made in stable 
foreign currencies and, in so far as pay- 
ment in foreign currency was not per- 
mitted or prohibitions were not evaded, 
with the condition of payment in paper 
marks at the going rate on an agreed 
date. The customary date was shoved 
further and further from the day of 
sale. Finally it became preferably either 
the date of remittance, or even oftener, 
the date of receipt of payment or the 
first or second day before; eventually, 
because of the difficulty of securing 
foreign exchange, the earliest date when 
the seller could secure conversion of the 
amount received into foreign currency. 
In the last months of 1923 gold-mark 
prices became more common, at first 
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with the condition of payment in paper 
marks, later also with the condition of 
payment in any domestic stable means 
of payment. In this way, sellers also 
in domestic trade escaped from ‘“‘money- 
value risk” into “exchange” risk, al- 
though this was also limited either by 
fixing a given minimum rate or by tak- 
ing improvements in the position of the 
mark less fully into account than re- 
verses. Ultimately a large part was 
played in domestic trade by the develop- 
ment of risk premiums, which were 
added to prices because of the ‘‘money- 
value” risks. Primarily this happened 
with mark prices upon commodities 
which were not exchange-insured, partic- 
ularly in the hands of those who as the 
economically weakest of business men 
were loaded with the greatest risk. This 
risk premium was included also in prices 
quoted in stable currencies or in ex- 
change-insured marks, the occasion 
therefor being the difficulty which the 
seller experienced in procuring the for- 
eign currency needed for his business 
with the marks which he received; for 
instance, for the purchase of raw mate- 
rials in foreign countries. One began to 
speak of a Repartierungs risk, because 
one did not know when and at what 
rates the exchange offered for sale 
or purchase might be taken, since the 
Reichsbank had to apportion its total 
purchases of exchange, only a fraction 
of the total amount offered daily. 


X 


Unusual as it seems at first thought, 
the utter collapse of the mark led to an 
elimination of some unsound character- 
istics of German economic life, which 
were to be traced back to the currency 
fluctuations. The difference between 
domestic and foreign exchange values of 
the mark disappeared almost entirely. 


Faith in the ultimate improvement of 
the mark was destroyed. The mark js 
no longer effective as a measure of 
value. Wages and salaries were finally 
paid twice and even oftener during the 
week; and, as mentioned above, withou 
further negotiations with representatives 
of the employers, the cost-of-living 
index was made the basis for determin. 
ing the amount to be paid in paper 
marks, in so far as gold wages and 
salaries had not already been agreed 
upon. This made the costs of business 
keep pace more directly with the current 
money depreciation. The insurance 
methods referred to above contributed 
greatly to this, because prices began te 
adjust themselves most rapidly to 
changes in exchange quotations. Finally 
each little grocer in each little village 
began to reckon daily with the course of 
dollar exchange in mind, since he knew 
that he must pay such amounts to the 
manufacturer or wholesaler and there. 
fore must demand a corresponding price 
from his purchasers. Many of these re- 
tailers marked their prices in the late 
summer of 1923 in gold marks and 
reckoned the gold mark as 10/42 of the 
dollar rate. Even during the first col- 
lapse of the money value there was thus 
again a stable measure for price fixation, 
namely, the dollar. The result was a 
most rapid approach of such domestic 
prices to world-market prices as had not 
previously caught up. Because of the 
risk premiums, which were often added 
to prices in large amounts, domestic 
prices frequently went beyond foreign 
prices. The elimination of the remains 
of government regulation contributed to 
this leveling-up of prices. The great in- 
crease in bread prices, which was found 
when the last regulations were removed, 
affected severely the costs of living and 
therefore wages and prices. Further. 
more, the complete adjustment of rail- 
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way freight rates to the current depre- 
ciation brought about important in- 
creases to which must be added also the 
large increase in coal prices, which were 
temporarily above world-market prices. 
Only the cheap rents yielded an im- 
portant cheapening factor for the cost 
of living, and thereby indirectly for 
commercial and industrial enterprises, 
which also in part profited directly as 
renters. 

An important advance in domestic 
prices above foreign prices took place 
especially in the first weeks of stabiliza- 
tion of exchange rates in Germany. 
Stabilization was first more or less nor- 
mal through the quotations of the 
Reichsbank, from which of course one 
could procure only a decreasingly small 
proportion of the requirements for for- 
eign currency. As foreign countries ap- 
praised the mark continually at lower 
levels, an illegitimate trade in German 
bills of exchange not appropriated by 
the government set in. A dollar, which 
in the Reichsbank since November 20, 
1923, Was maintained at 4.2 trillion 
marks, has been quoted in this outside 
traffic at times up to 12 trillion marks. 
In this transitional period, commerce 
had adjusted itself in fixing paper-mark 
prices, not to official rates as they have 
been quoted in Germany but to the rates 
as quoted in foreign countries and occu- 
pied territories. This gives rise nat- 
urally to a level of prices which, com- 
pared with prices abroad, are much 
higher than if they are computed on the 
basis of the official rates. As the ex- 
change quotations abroad at the begin- 
ning of December last were adjusted to 
the official German rates with compara- 
tive rapidity, German commodity prices 
did not decline in equal measure. There 
were even further price increases, be- 
cause many commodities and wares of 
commerce, particularly in the retail 


auction of their sales (many establish- 
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trade, still lagged in price adjustment 
and needed further advances. Further- 
more, in spite of the stabilization of 
value, the risk premium included in 
prices did not disappear immediately. 
In part, differences were made depend- 
ing upon whether the payment was 
made in stable-value means of payment, 
such as the “‘Rentenmark,”’ dollar certifi- 
cates, gold loans, or in paper marks. In 
the first instance a rebate was given be- 
cause through this means of payment 
the risk was practically excluded, which 
was not the case with payment in paper 
marks. Commerce had become too 
much accustomed to higher prices and 
to continued price increases to be ready 
to change its prices correspondingly with 
new currency conditions, particularly 
since it was still uncertain how long the 
stabilization would last. 

The economic crisis, in which Ger- 
many suffered as a result of the Ruhr 
occupation and the almost complete ces- 
sation of trade and commerce with the 
unoccupied areas, found a support in the 
price level of commodities. Further- 
more, the purchasing power of a large 
portion of the population had been re- 
duced severely. Government employees 
of country and community received a 
hardly sufficient minimum income, be- 
cause of the need of keeping down pub- 
lic expenses and avoiding further infla- 
tion of currency. Outside of this, there 
were many unemployed and occasional 
laborers who had entirely insufficient in- 
comes. With the cessation of trade 
with abroad because of the relatively too 
high German prices, a stoppage of do- 
mestic trade could not but result. The 
stabilization crisis now offered doubtful 
hope. 

In any case, prices had to be brought 
down. This happened, though not in 
any great measure at first. The whole- 
sale price index declined from 1,650 on 
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November 29, 1923, to 1,431 on Janu- 
ary 31, 1924 (since this time it has 
again risen to 1,519 on May 1, 1924). 
The retail index for 10 necessities of life 
declined from 2,390 on November 29, 
1923, to 1,427 on January 31, 1924, 
and to 1,272 on April 3, 1924. The 
cost-of-living index of the Imperial Sta- 
tistical Office, which stood at 1,535 on 
November 26, 1923, on February 11, 
1924, amounted to 1,030. All of these 
figures are to be understood as trillion 
marks for one mark in peace times; or, 
since a trillion paper marks are equiva- 
lent to a gold mark, or Rentenmark, as 
gold marks for one pre-war mark. Even 
if we take into account the fact that the 
cost of living, since February 11, has 
again advanced, we must recall that, ac- 
cording to the method of calculation of 
the Imperial Statistical Office, the cost 
of living is only a little higher than be- 
fore the war, as contrasted with the in- 
crease of 60% to 70% in gold figures 
in those countries whose money values 
have been more or less fully maintained. 
A cheapening factor, as mentioned 
above, lies chiefly in the rents but also 
in part in the prices for certain domestic 
commodities, which stand under the 
worid-market level, even below the pre- 
war prices, as, for example, grains. This 
relatively low level of living costs still 
makes possible lower wages than have 
prevailed in countries with higher value 
currencies. Actually, in times of greatest 
demand, German wages have been con- 
siderably lower than the wages of 
stable-currency countries. The Wirt- 
schaftskurve for December 15, 1923, 
computed a wage index for the average 
branches, which gave a figure of 30% 
above peace levels. However, the wage 
developments since the armistice have 
varied in the different branches of in- 
dustry. Side by side with many in- 
stances of higher wages than in peace 


times are nominal wages for which the 
real wage signifies a lower standard of 
living than before the war. Attempts 
were made to exploit the economic crisis 
by depressing wages to still lower levels, 
The wage index mentioned above was 
reduced, then, from 130 to 117 on Janu. 
ary 15,1924. At the same time, efforts 
were made to increase the working time 
of the individual workers. The result 
was not great, but still not insignificant, 
Above all, attempts have been made to 
remove from _ establishments certain 
labor costs through rationalization of 
plant organization and through dis. 
charge of all the dispensable labor. 
Many establishments, particularly banks, 
had acquired during the inflation period 
much unproductive labor; other types 
of establishments had increased their 
personnel beyond reasonable needs. 


XI 


To judge the present state of German 
manufacture in international competi- 
tion, one must consider that the German 
manufacturing industry even today en- 
joys certain cheapening forces as 
contrasted with production in higher ex- 
change-value lands; that, on the other 
hand, there are certain factors which 
increase costs. In the direction of lower 
costs, which are significant in a measure 
also for manufacturers, come the lower 
rents for factories and salesrooms, the 
lower wage rates and, in so far as do- 
mestic raw materials are used, prices 
which are lower than world market. 
The great advantages of low coal prices 
and low freights have ceased. In the 
direction of higher costs there are cer- 
tain taxes, particularly the sales tax, 


which operate directly to increase prices; 


the high quotas of general overhead, 


with which the majority of establish- 
ments are burdened because of the re- 
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duction of their sales (many establish- 
ments are operating at 20% of normal 
capacity); the costs for unproductive 
labor, which must be borne as a conse- 
quence of money conditions and of the 
unusual conditions of state finances but 
which with continued stabilization will 
be lessened and which in part have al- 
ready been reduced considerably ; higher 
bank charges; above all, an unusually 
high rate of interest which results from 
the lack of capital in Germany, which 
will undoubtedly long be above the pre- 
war figure; and, finally, of special im- 
portance as contrasted with pre-war 
times, the lessened efficiency of labor in 
many branches, though not in all. 

It is certain that German industry 
enjoys no more an export premium 
worthy of mention, arising from the col- 
lapse of currency. Currency dumping 
comes no more into consideration. 
Rather in number of branches of Ger- 





man manufacture, competitive ability in 
international commerce has been much 
decreased, in many respects destroyed. 
It will be difficult for many entre- 
preneurs to win back their competitive 
ability or to increase it. The difficulties 
under which German industry now op- 
erates will probably bring improve- 
ments, partly in the way of decrease of 
expenses but more especially there is a 
probability that the efficiency of Ger- 
man labor will again return to the pre- 
war figure. But there is, of course, the 
possibility that growing out of the rep- 
arations there will be an increase of tax- 
ation or a special imposition upon in- 
dustry for industrial loan, perhaps also 
increased service. Much depends upon 
whether German industry can secure suf- 
ficient export capacity, which is a con- 
dition for the ability of the German peo- 
ple to fulfil the obligations of the rep- 
arations agreement. 
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CHANGES IN FINANCIAL STRUCTURE, ANp 
FINANCING OPERATIONS OF RAILROADS, 
SINCE 1913 


By F. ERNEST RICHTER anp GEORGE A, BOYD 


HE purposes of this article are to 
set forth the principal changes 


which have occurred in the cap- 
italization of American railroads be- 
tween 1913 and 1923, and the general 
character of the financing done in that 
decade, and to examine into the assump- 
tion sometimes made that because the 
railroads have not raised much new 
money by stock issues during the decade, 
they therefore are confronted with a 
burden of debt, relatively as well as 
absolutely much heavier than that of 
10 years ago. The article will indicate 
and analyze the changes in structure 
brought about by new financing, reor- 
ganizations, and other factors, and will 
analyze the statistics of public offerings 
of railroad securities from 1914 to 
1923, inclusive. 


Summary of Conclusions 


The relative proportions of capital 
stock and funded debt of the railroads 
of the United States as a whole at the 
end of 1923 were very little different 
from those on June 30, 1913. The rea- 
son for this cannot be found primarily 
in the means by which railroads secured 
“new money” through financing during 
that period. Railroad securities offered 
to the public through the usual invest- 
ment channels during the past decade 
consisted almost entirely of bonds and 
notes. For the railroads of the United 
States as a whole, the ratio of capital 
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stock to total capital obligations was 
prevented from sinking to lower levels 
chiefly through reorganizations, and to 
a lesser extent by stock dividends and 
bond conversions, and by the obvious 
fact that some of the financing by bond 
or note issues did not increase indebt. 
edness but merely refunded maturing 


debt. 


Relative Proportions of Capital Stock 
and Funded Debt 


The relationship between the capital 
stock and funded debt of the railroads 
of the United States is set forth annv- 
ally in the reports of the Interstate 
Commerce Commission. It was de 
sired, however, not only to deal with 
totals but also to analyze specific classes 
of roads, arranged either geographical. 
ly or according to the chief commodity 
transported, a thing not done by the 
Commission. Furthermore, more recent 
figures were desired than any available 
from official sources. For these rea- 
sons it was necessary to choose a list 
of representative roads, whose aggre 
gate capitalization was not very dif 
ferent in amount or character from that 
of the railroads as a whole. 

Before choosing the individual car 
riers to be studied in the analysis, it was 
observed that the railroads of the coun- 
try, with few exceptions, may be classt- 
fied in eight groups: New England 
roads, eastern trunk lines and their sub- 





























sidiaries, coal carriers, railroads operat- 
ing throughout the southern states, lines 
centrally located north of the Ohio 
River and not falling in the trunk line 
or coaler class, grangers, transconti- 
nentals, and southwestern roads. One 
hundred of the most important Class I 
railroads, that is, roads having an an- 
nual operating revenue of over $1,000,- 
ooo, were selected and allocated to 
these eight groups. The carriers se- 
lected represent approximately 87% of 
all Class I mileage in existence. The 
remaining 13% includes corporations 
excluded from this study because of 
their small size or by reason of special 
circumstances. The Bessemer and Lake 
Erie Railroad, for example, is owned 
by the United States Steel Corporation, 
a fact which, with others, operates to 
keep the amount of its capital stock at 
a low figure. 

Leased lines are not considered by 
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the Interstate Commerce Commission 
as Class I roads, since they have no 
operating revenues. Consequently, they 
have been omitted in the present study, 
except in instances where a reorganiza- 
tion has involved the consolidation of 
a Class I carrier with several of its 
lessees, as was the case in 1919 with the 
Boston and Maine. Here the figures 
for seven leased lines from 1913 to 
1918 were combined with the statistics 
of the Boston and Maine to afford a 
basis of comparison with recent years. 
The general inclusion of roads operated 
under lease would have had only a 
slight effect upon the results obtained 
by using Class I carriers alone. The 
percentage of stock to total capitaliza- 
tion of leased lines averages only a little 
above that for all Class I roads, and 
tends to increase slowly as funded debt 
matures. 

In compiling the figures for the cap- 
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ital stock and funded debt of the 100 
selected roads, certain methods were 
followed which offhand might seem 
likely to introduce a substantial margin 
of error into the results. Although se- 
curities held in the treasury of the issu- 
ing corporation have been excluded 
from consideration so far as possible, 
intercompany holdings among the roads 
in question have not been eliminated, 
except in two years for checking pur- 
poses, as will be explained later. In 
the comparatively few cases in which a 
road has been reorganized since 1913 
and is now composed of several for- 
merly distinct lines, the capital obli- 
gations of the several lines before the 
reorganization have been taken into 
consideration in comparing the financial 
structure of the road in 1923 with that 
in 1913. 

Despite these chances for error, the 
resulting figures seem to reflect fairly 
the true situation. The curves on Chart 
I show the ratio of capital stock to 
total capital obligations for various com- 
binations of railroads in the United 
States at the end of each fiscal year 
represented on the chart. The fiscal 
year, as is well known, was changed in 
1916. The heavy curve representing the 
100 selected roads does not differ widely 
from the three other curves, which 
were plotted from data given in the re- 
ports of the Interstate Commerce Com- 
mission. The chart also shows, for the 
end of the two fiscal years 1913 and 
1922, the status of the 100 roads with 
intercompany holdings excluded. The 
differences in percentage are small and, 
furthermore, are relatively unimpor- 
tant for the purposes of this study. The 
trend over the decade is, however, very 
important. It will be noted that the 
curve of the 100 selected roads is the 
only one to exhibit a downward trend, 
however slight, throughout the period. 
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The Interstate Commerce Commission 
statistics show for the period through 
1921, the latest date for which these 
statistics are available, a very slight 
improvement in the proportion of stock 
to interest-bearing obligations. The 
largest discrepancy between the yari. 
ous curves occurs before the end of 
1916. All curves reflect the fall in the 
ratio of capital stock to obligations 
which set in early in 1920. 

It would seem, therefore, that the 
statistics used in this study err slightly 
in the direction of exaggerating the pro. 
portion of debt to total capitalization. 
For all practical purposes, it may be 
said that the relative proportions of rail. 
road stock and funded debt were almost 
the same at the end of 1923 as in the 
middle of 1913. 


100 Selected Railroads 


Enough has just been said to obvi- 
ate any necessity for describing the cen- 
tral panel of Chart II. When the 100 
chosen roads are allocated to their re- 
spective territories, however, and the 
8 bordering charts drawn, it is interest- 
ing to note the differing characteristics 
of each of the 8 groups of roads. The 
ratio of capital stock to total capital 
obligations of the New England lines 
has almost steadily declined throughout 
the past 10 years, this ratio having 
dropped from 42.1% on June 30, 1913, 
to 35.3% on December 31, 1923. The 
eastern trunk lines have suffered a still 
more drastic decline, the percentages in 
this case being 43.0% and 34.7%, tf 
spectively. The coalers are a rather 
prosperous class, and, as is well known, 
it has not been necessary for them to 
load themselves down with an undue 
proportion of interest-bearing obligs 
tions. Their proportion of stock has 
remained around 48%, save during the 
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period immediately following the reor- 
ganization of the Wheeling and Lake 
Erie Railway and the issuance of pre- 
ferred stock by the Western Maryland 
Railway in 1917. 

The carriers operating in the south- 
ern states have undergone a very grad- 
ual decline in the ratio of stock out- 
standing, the figures being 38.3% in 
1913 and 36.0% in 1923. The central 
lines, grangers, and southwestern roads 
have, as groups, increased the ratios of 
their capital stock to debt, mainly 
through reorganizations. These will 
be discussed in connection with succeed- 
ing charts. 

ndue The transcontinentals may be called 
liga- the banner group west of the Alleghen- 
has ies. Their proportion of capital stock, 
y the always high relative to that of the other 


groups, increased throughout the years 
included in this study until in 1921 it 
amounted to 50.6%. There has since 
been a slight falling off in this figure. 
The increase prior to 1922 was brought 
about in large measure through the 
conversion of bonds of the Atchison, 
Topeka and Santa Fe and the Southern 
Pacific companies into stock. 

Aside from the creation of the New 
York Central Railroad Company, which 
was formed by a merger of the New 
York Central and Hudson River Rail- 
road Company and other organiza- 
tions, and the recent consolidation of 
the Nickel Plate, Clover Leaf, and 
Lake Erie and Western railroads, 11 of 
the 100 representative railways have 
undergone reorganization since the 
middle of 1913. Since the usual pro- 
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ceedings attending such events involve 
a more or less radical revision of the 
financial structure, it has been thought 
desirable to ascertain the trend in the 
proportions of stock and debt of the 
unreorganized roads alone. 

With reorganized roads excluded, 
there is a distinct decline in the propor- 
tion of capital stock, as shown in the 
central panel of Chart III. For the 89 
carriers, this decline in 10% years was 
from 44.5% to 41.6%; not a large 
change, to be sure. The graphs repre- 
senting the eastern trunk lines, the 
southern lines, and the transcontinen- 
tals are duplications of those on Chart 
II, no reorganizations having taken 
place within those groups. The New 
England roads and the coalers, after 
the exclusion of one carrier from each, 






present the same general appearance as 
in Chart II, save that the proportion of 
stock is slightly lower. 

The central group of carriers, once 
such roads as the Wabash and Pere 
Marquette have been eliminated, ¢. 
hibit a marked decline, rather than an 
advance, in the ratio of capital stock 
to total capital obligations, a decline 
arrested until 1917 by a_ temporary 
decrease in the amount of Illinois Cen. 
tral bonds held by the public. The 
grain-carrying roads, even without the 
reorganized Rock Island, maintained a 
slight upward trend prior to 1922, 
mainly owing to the public offering of 
Chicago and North Western stock in 
1917 and the Burlington stock dividend 
in 1921. The unreorganized carriers 
operating in the Southwest have allowed 
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their financial structures to stand vir- 
tually unchanged during the past dec- 
ade, save for a trifling increase in the 
funded debt of two small roads in 
1921, which was canceled by maturities 
in the following year. 

Chart IV does not compare in impor- 
tance and interest with those preced- 
ing, but is inserted to complete the 
story. Since the more important reor- 
ganizations were consummated in 1917, 
the improvement in capital structure for 
all 11 roads combined is most evident 
inthat year. Contrary to the usual rule, 
the Boston and Maine Railroad, the 
status of which is exhibited in the upper 
left-hand graph, increased its funded 
debt upon reorganization through the 
issuance to the United States Govern- 
ment of bonds in payment for a cash 


advance. However, the cash received 
was used to reduce interest-bearing ob- 
ligations classed as current liabilities. 
The circumstances of the reorganization 
were unusual, in that numerous leased 
lines were consolidated with the parent 
company. Stockholders of the former 
received in exchange for their holdings 
an equal amount at par of new Boston 
and Maine preferred stock. As ex- 
plained heretofore, the leased roads 
were taken into consideration in compil- 
ing the statistics for the years 1913- 
1918, which form the basis of the graph. 

The one coal road reorganized was 
the Wheeling and Lake Erie in 1917, 
but the full benefit of reorganization 
was not retained, for it was soon found 
necessary to issue notes. On the graph 
representing the central lines, it is easy 
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to trace the effects of the Wabash, the 
Pere Marquette, and the Chicago and 
Eastern Illinois reorganizations in 
1915, 1917, and 1922, respectively. 
The improvement of the Rock Island’s 
financial structure is evident in the lower 
left-hand chart. 

The graph showing the status of the 
southwestern roads is at first sight 
somewhat surprising. In spite of the 
fact that such large and important car- 
riers as the Missouri Pacific, the St. 
Louis—San Francisco, and the Missouri— 
Kansas—Texas underwent reorganiza- 
tion, the ratio of stock to total capital 
obligations was not greatly improved. 
However, the credit position of these 
three roads was such that it was diffh- 
cult to do more than was actually ac- 
complished toward improving the finan- 
cial structure. The extraordinarily 
low ratio of capital stock of the roads, 
prior to reorganization, itself points an 
obvious moral. 
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Status of Individual Roads 


After having viewed the situation as 
a whole, it may be interesting to note 
the position of a few individual car. 
riers. Chart V exhibits graphically the 
ratio of capital stock to total capite! ob. 
ligations for 30 of the more widely 
known railroads, on June 30, 1913, and 
December 31, 1923. In a very few 
cases, such as those of the St. Louis- 
San Francisco and the Missouri-Kan. 
sas—Texas, the ratio given represents 
the status of a good part of the sys. 
tems operated by those roads. The 
justification for this procedure lies in 
the fact, as stated by the St. Louis—San 
Francisco Railway Company, that “the 
small roads are practically merged in 
the main road, but for legal reasons 
separate corporate existences are main- 
tained.”” In the vast majority of cases, 
the ratio depicted represents the posi- 
tion of the single corporation operating 
under the name cited, except that the 
1913 figures for the New York Cen- 
tral, the Missouri Pacific, and the Bos- 
ton and Maine were, respectively, ob- 
tained by combining the New York 
Central and Hudson River with the 
Lake Shore and Michigan Southern, 
the old Missouri Pacific with the Iron 
Mountain, and the old Boston and 
Maine with its leased lines, in order 
to put 1913 and 1923 on a comparable 
basis. The roads are arranged accord- 
ing to their ratios in 1923. It is by no 
means true that all the prosperous roads 
are at the top of the chart, or all the 
weak ones at the bottom. 

Fourteen of the 30 selected railroads 
have bettered their position since 1913, 
the greatest improvement having been 
recorded by the Pere Marquette. The 
largest decline in the ratio of stock to 
total capital has been in the case of the 
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Pennsylvania Railroad. The Delaware, 
Lackawanna and Western is in an envi- 
able position at the top of the list with 
but $320,000 in bonds carried as funded 
debt, while the St. Louis—San Francisco 
occupies a place at the foot. One of the 
most interesting features of this chart 
is the position of the New York Cen- 
tral, with barely 25% of its obligations 
in the form of capital stock, a situa- 
tion which emphasizes the importance 
to this road of the recent stock issue. 
This issue was sold in January of this 
year, and hence did not enter into the 
calculation of the December, 1923, 
ratio. The stock dividends of the Bur- 
lington and the Louisville and Nash- 
ville, and the conversions of Santa Fe 
and Southern Pacific bonds into stock, 
are reflected in the chart. 
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New Security Flotations 


The principal cause of changes in 
capital structure is, of course, the flota- 
tion of new securities. It is the purpose 
of this section to analyze the new secur- 
ities offered to the public by the rail- 
roads from 1914 to date without, for 
the moment, eliminating refunding op- 
erations. In the concluding main sec- 
tion, all causes tending to change the 
financial structure will be summarized 
and their respective influences ap- 
praised. 

Chart VI sets forth by calendar years 
the total amount of railroad securities 
offered publicly in amounts of $1,000,- 
000 or above since January 1, 1914. 
Actually, very few carriers are repre- 
sented other than those comprising the 
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list of 100 roads which form the basis of 
this study. A number of terminal com- 
panies, however, are included and a few 
of the terminal issues were important in 
size, notably a $30,000,000 first mort- 
gage issue by the Chicago Union Sta- 
tion Company in 1916, a $10,000,000 
issue by the same company in 1920, a 
$12,000,000 offering by the Cleveland 
Union Terminal Company in 1922, and 
two large offerings of other companies 
made during the autumn of 1923. The 
chart, therefore, does not cover the 
same ground as the other charts accom- 
panying this article, not only for the 
reasons just given but for others, the 
principal of which is the fact that the 
railroads took up on their balance 
sheets of 1920 over $300,000,000 of 
equipment trusts turned over to the 
United States Government in that year, 
and this increase in indebtedness is 
shown in previous charts for 1920, 
whereas on Chart VI such of these is- 
sues as were later sold by the United 
States Treasury to the public do not 
appear until 1921, 1922, and 1923. 
Furthermore, the other large loans by 
the government to the railroads, author- 
ized by the Transportation Act of 1920, 
which also appear in the 1920 balance 
sheets, are not, of course, shown among 
the public offerings. 

The first thing to be noticed upon 
glancing at the center panel on Chart VI 
is the small amount of capital stock 
offered for public subscription through- 
out the period under review. The larg- 
est of all railroad stock issues offered 
for public subscription during this pe- 
riod of time was the $19,000,000 Great 
Northern issue of 1914. 

Upon the central diagram there has 
been plotted the average annual yield 
on 10 high-grade railroad bonds. It 
will be noticed that while the yield was 
relatively low in 1914, 1915, and 1916, 
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a large number of bonds was jssuej 
The huge volume of notes in 1914 wa; 
an aftermath of a sharp rise in bong 
yields during 1913, not shown on the 
chart. As soon as the yield on bond 
began to rise in 1917, the amount of 
bonds sold decreased while that of 
notes rose. The steadily advancing jy. 
terest rates and other factors kept the 
volume of bond offerings down for the 
next three years, while notes were als 
sparingly issued, at first because of the 
desire of the United States Govern. 
ment to leave the field free for the Lib. 
erty Loan flotations and then pending 
the agreements described in the folloy. 
ing paragraphs. 


Loans from United States Government 


The relations between the railroads 
and the United States Government de. 
serve mention at this juncture because 
of their effect on 1921 and 1922 note 
offerings. During the period of federal 
control from January 1, 1918, to Feb 
ruary 29, 1920, and later under the 
Transportation Act, the United States 
Treasury made large advances to the 
carriers on account of additions to cap- 
ital, for refunding, and for other pur- 
poses. As a means of repayment, the 
Transportation Act of 1920 provided 
in part that the net indebtedness of each 
carrier to the United States for add 
tions or betterments made during the 
federal control period might be funded 
for 10 years or less at 6%, dating from 
March 1, 1920. The act also set up 
a revolving fund of $300,000,000 from 
which loans could be made to the rail 
roads at 6% interest for a term not to 
exceed 5 years, for the purpose of tit 
ing the carriers over the transition 
period following the termination of fed- 
eral control. As a result of these and 
other provisions, the United States 
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Treasury acquired a large number of 
-ailroad securities. By the middle of 
1921 outstanding loans from the re- 
volving fund amounted to $200,000,- 
000, a figure which has remained fairly 
constant up to the present time, while 
other obligations secured by collateral 
amounted to nearly $90,000,000 and 
eventually increased to over $230,000,- 
900. The War Finance Corporation 
also aided in the financing during fed- 
eral control. 

Our chief interest, however, lies in 
the very large volume of equipment 
trust notes which had come into the pos- 
session of the Treasury through the 
equipment trust agreements of Janu- 
ary 15, 1920. These agreements arose 
from the fact that the United States 
Railroad Administration during its ex- 
istence had ordered approximately 
$323,000,000 worth of new rolling 
stock for use on the roads. It was 
agreed that notes were to be dated Jan- 
uary 15, 1920, and issued to the gov- 
ernment as equipment was delivered to 
the roads. 


Financing since 1921 


Beginning late in 1921, the Federal 
Government began to sell its holdings 
of equipment trusts, which amounted in 
all to $346,556,750, and up to May 12, 
1924, had disposed of all but $21,261,- 
500 of these. This is the major factor 
in the increased note offerings of 1921 
and 1922, as shown on the chart. The 
bond financing in the same years owes 
its volume in part to the decline in bond 
yields and in part to refunding require- 
ments of the transcontinentals. The 
year 1923 saw few sales of government- 
owned equipment trusts. Nevertheless 
this convenient form of security con- 
tinued to be issued by the railroads in 
increasing amounts, while with the halt 


in the decline of interest rates, bond is- 
sues became more infrequent. 

Offerings during the first half of 
1924 have not been plotted on the 
chart. However, it is interesting to 
note that bonds constituted about 50% 
of total new railroad financing from 
January through June of this year, as 
opposed to 31% for all of last year, 
a thing not to be wondered at when the 
low interest rates of the spring of 1924 
are borne in mind. Should the volume 
of railroad flotations continue to be as 
large in the second half of the year as 
in the first, the total of 1914 would be 
far surpassed. The year 1924 began 
auspiciously with the largest railroad 
stock issue in a decade, that of the New 
York Central Railroad, alluded to 
above. 

Turning now to the diagrams repre- 
senting the 8 classes of roads, it is evi- 
dent that the 4 eastern trunk lines and 
their subsidiaries are in the lead as 
regards new financing. The unusual 
bond peak in 1915 represents prin- 
cipally the flotation of some very large 
issues, notably $100,000,000 converti- 
ble debenture 6s of the New York Cen- 
tral and 2 issues of the Pennsylvania 
totaling $114,000,000. 

The New England lines have done 
little financing since the war, their flota- 
tions prior to 1918 consisting almost 
entirely of notes. On the other hand, 
the transcontinentals issued practically 
no notes at all until their participation 
in the equipment trust agreements of 
1920. The flotation of bonds by the 
transcontinental carriers has been in 
highly irregular amounts, year by year. 
The large volume in 1921 is, of course, 
due to the sale of $230,000,000 North- 
ern Pacific-Great Northern joint 15- 
year 6%s, Northern Pacific 6s, and 
Great Northern 7s. 

The southwestern 


carriers have 


CHANGES IN RAILROAD FINANCE SINCE 1913 65 








64 HARVARD BUSINESS REVIEW 


raised little new money except in the 
year 1922, when some small bond is- 
sues were sold. The other groups call 
for no special comment. 


Financing Analyzed by Security Types 


It is of interest to note the various 
types of «funded obligations which have 
been put out by the railroads during the 
period under review. Inasmuch as 
there have been only about a dozen 
public offerings of stock, the division 
between preferred and common stock 
is of little significance and may be 
ignored here. 

The following table sets forth by 
years the number of bond and note is- 
sues of $1,000,000 or above which 
have been sold in the investment mar- 
ket by the railroads of the United 
States since January 1, 1914, divided 
into 3 types of bonds and 2 classes of 
notes. In allocating a particular bond 
to the first or second lien group, the 
length of line upon which the bond is 
secured by first, second, and later liens 
has been taken into consideration. 
Thus, a bond secured by a first mort- 
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gage on 1,000 miles of road and by a 
second or third lien on 4,000 miles of 
important trackage has been denom), 
nated a junior security. 

The table shows a natural decline in 
the number of issues of bonds which 
are primarily first mortgages. The las 
year in which the number of offerings 
of first mortgage bond issues exceeded 
the number of issues of bonds of jj 
other classes combined was 1917. The 
collateral trust bonds and debentures 
have been comparatively few in num. 
ber, tending to be most numerous in 
periods of high interest rates; the dis. 
tinction between such bonds, and notes 
secured by collateral, is often vague. 
Notes of the type just mentioned have, 
however, diminished markedly in num. 
ber contemporaneously with the grow. 
ing importance of financing by means 
of equipment trust certificates. 


Possibilities for Stock Financing 


In view of the small amount of stock 
offered to the public during the period 
under consideration, it is of interest to 
note how much of the total railroad 
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Year First Lien unior Lien Collateral Collateral Equipment 
Securities — Ae weed Notes ‘Trusts 

1914 23 II 2 30 13 
IQI5 14 10 5 16 2 
1916 21 4 2 Io 13 
1917 10 5 I 17 14 
1918 3 4 3 5 
1919 6 5 7 7 
1920 5 I 4 7 
1921 7 5 5 3 36 
1922 6 12 3 ° 47 
1923 6 9 ° 4 47 
1924 

(6 months) 8 14 ° 9 22 




















La LIADYWADTY RNITCIATECC DEWVIDrayr 



















































nd by a 
niles of 
denomi. 


fnancing since January I, 1914, could 
conceivably have been accomplished by 
means of common or capital stock is- 
sues. In doing this there is no inten- 
“ion of intimating that a policy of stock 
financing should have been pursued 
wherever possible to the exclusion of 
bond and note issues. Such a policy 
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ceeded would have ignored economic consider- 
of all ations of the highest importance. Nev- 
]. The ertheless, the theoretical possibilities 
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may be set forth. 
Two basic assumptions have been 
that new common stock 


OUS in made: one, 
he dis. could not and would not be sold unless 
1 notes outstanding common stock were selling 


above par; and the other, that no road, 
whose common stock was completely 
owned by one or more other railroads, 
would resort to common-stock financ- 
ing. Judged solely by these criteria, 19 
of the 100 representative roads were 
in a position to make a public stock of- 
fering at some time during 1914. This 
number was increased to 23 in I9I5S. 
Then followed a decline, which became 
abrupt in 1918, and in 1921 the com- 
mon or capital stocks of only 9 carriers 
were selling far enough above par to 
have presumably enabled them to issue 
new stock. In 1923 the number was 
fifteen. 

A theoretical maximum for new com- 
mon-stock flotations in each year was 
roughly determined by taking the ratio 
of all securities issued by carriers in a 
position to do stock financing in that 
year to the total amount of railroad 
securities floated, other than the equip- 
ment trust certificates issued under the 
agreements of January 15, 1920. The 
annual ratios figure out approximately 
as follows: 
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Even allowing for the fact that these 
figures represent at best approxima- 
tions, that they do not take into ac- 
count such intangible factors as tech- 
nical stock market conditions, and that 
they take no account of the fact that a 
stock sale in one year might lessen or 
even eliminate the chances of making 
a successful stock sale in the following 
year, it is evident that a substantial 
though a minor part of the financing 
by the issuance of obligations rather 
than of common stock has been by 
choice rather than by necessity, dictated 
by stock market conditions. It will at 
once be objected that this has resulted 
from the income sheet quite as much 
as from stock-market conditions. To a 
certain, unmeasurable extent this has 
been true. On the other hand, it may 
be observed that doubtless neither poor 
income sheets nor poor balance sheets 
have impelled the Burlington to refrain 
from offering stock to the public, or the 
Louisville and Nashville in 1923 to de- 
clare a stock dividend which, by bring- 
ing the price of the stock below par, 
eliminated that road for the time being 
from a list of possible issuers of com- 
mon stock for raising new capital, or the 
Santa Fe to keep the dividend on its 
common stock at such a conservative 
rate that the stock has not often in re- 
cent years sold much above par. This 
is not to criticize in any way the judg- 
ment or policies of these or other roads; 
it is merely to call attention to certain 
facts and conditions. 

Furthermore, there is the whole ques- 
tion of financing by issues of preferred 
stock, so popular recently in the public 
utility field. The Chesapeake and Ohio 
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issued preferred stock in 1922 when 
the common was selling considerably 
below par. The Illinois Central on two 
occasions during the past two years has 
sold 6% preferred stock at par. The 
Bangor and Aroostook put out pre- 
ferred stock when its common was held 
almost entirely by another corporation 
and was therefore not quoted on any 
stock exchange. In a number of cases 
that will readily come to mind, such as 
the conspicuous instances of the Santa 
Fe, the Union Pacific, and the Balti- 
more and Ohio, there are already out- 
standing preferred stocks with low divi- 
dend rates which are heritages from re- 
organizations of the ’90s. For some 
of these roads and for other roads, 
like the Erie, which pay no dividend 
whatever on existing preferred stocks, 
financing by the use of this medium is 
presumably out of the question. For 
some of our foremost roads, however, 
it seems an available means of raising 
money, the advantage of which, in 
keeping down the relative burden of 
fixed charges on obligations, must be 
weighed against the disadvantage of 
the somewhat higher cost of money as 
compared with money raised by bond 
issues. Again, no judgment is passed 
on the failure of more railroads to 
finance by means of preferred stock; it 
is desired once more simply to advert 
to certain significant facts and condi- 
tions which might bear on conclusions 
drawn from mere statistical data. We 
pass by entirely the possibilities of 
financing by no-par common stock. 


Summary of Factors Involving Changes 
in Financial Structure 


It is now time to collate the various 
causes operating to change financial 
structure, the result of whose action was 
depicted in the earlier charts accom- 
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panying this study. This can best he 
accomplished by an_ explanation of 
Chart VII, which illustrates year by 
year for the 100 railroads the cums. 
lative net increase in stock, bonds, anj 
notes, from whatever cause, over the 
securities outstanding on June 30, 191 } 

The central diagram on Chart Vij 
shows for the 100 roads the upward 
trend of bonds outstanding, the even 
steeper course of capital stock, and the 
falling off in notes which was evident 
up to the time of the 1920 crisis. | 
may easily be seen that the eastern 
trunk lines and their subsidiaries were 
chiefly responsible for the net changes 
in volumes of bonds and notes out. 
standing. 

Upon taking up each type of security 
separately, it is observed that the first 
great increase in bonds occurred during 
the year ended June 30, 1915. This is 
a reflection of the large volume of 
financing accomplished by the trunk 
lines and others in 1914 and 1915, an 
unusually small percentage of which 
was for refunding purposes. The dif- 
fering time intervals on the two Charts 
VI and VII do not permit a more direct 
comparison between the two. 

During the next year and a half, the 
fall in the bonded debt of a few cen- 
tral and southwestern lines which were 
undergoing reorganization, coupled 
with a decline in new financing, caused 
the only downward movement in the 
bond curve. A continuation of these 
causes prevented a greater recovery in 
1917 than actually took place. From 
this point until 1922 the increase in out- 
standing bonds of all roads was steady 
and not spectacular. The large North- 
ern Pacific—-Great Northern flotation in 
1921, being a refunding operation, ‘s 
reflected to only a minor extent in the 
present chart. A check on the rapidity 
of the rise came from the retirement 














best be 
ion of 
ear by 
cumu. 
ds, and 
ver the 
» 1913. 
rt VI] 
Ipward 
© even 
ind the 
evident 
is. It 
eastern 
$ were 
hanges 
$ oUt: 


ecurity 
e first 
during 
his is 
ne of 
trunk 
(5, an 
which 
e dif. 
~harts 
direct 


f, the 
y cen- 
were 
upled 
aused 
n the 
these 
ry in 
From 
1 out: 
teady 
orth- 
on in 
in, 1S 
1 the 
vidity 
ment 





CHANGES IN RAILROAD FINANCE SINCE 1913 67 











6 NEW ENGLAND LINES 

















4 0d 

(2) 

: . 
9 
2 
4 
J 
> 





MILLIONS OF DOLLARS 
MILLIONS OF DOLLARS 





8 GRANGERS 
” —EE 
2 6007-7 | 2 
< so0-++4-+++4 ane 
3 | | 
Q 400-1 +44 i.e 4 3 
«. 300}-+-+-4+-+-4+-+4+-+ 4 
ST & 
” |STOCK, 2 
Z 100+} 4 ores z 
> « 3 
= wo Lili tl LL tT IBONDS} 3 
IANO tH OR OAS 2 





— NET INCREASE IN STOCK, BONDS AND NOTES 
100 SELECTED RAILROADS IN U.S.-INCREASE OVER JUNE 30,1913 


14 EASTERN TRUNK LINES 





TOTAL SELECTED RAILROADS 





10 TRANSCONTINENTALS 








16 COALERS 


MILLIONS OF DOLLARS 


(1 CENTRAL LINES 


MILLIONS OF DOLLARS 


MILLIONS OF DOLLARS 








through conversion of Santa Fe and 
Southern Pacific bonds, as well as the 
purchase of outstanding bonds for rail- 
road treasuries. The year 1922 wit- 
nessed a sharp increase in the amount 
of bonds in the hands of the public as 
a result of the heavy bond financing of 
the year. 

A good part of the notes outstand- 
ing after the 1913-1914 rise in money 
rates were allowed to mature without 
being refunded by other note issues; 
this fact accounts for the pronounced 
drop in the note curve. The momen- 
tary revival of note issuance just pre- 
ceding the entrance of the United 
States into the World War is reflected 
in the chart, as are the increases due 
to the high money rates of 1920, and 
the government equipment trust agree- 


ments and other funding of railroad in- 
debtedness to the United States Trea- 
sury. Since the new equipment trust 
obligations were carried on the balance 
sheets of the railroads at the end of 
1920, but were not offered to the in- 
vesting public by the government until 
1921 and the following years, the dis- 
crepancy between the movements of note 
curves on Charts VI and VII is large. 
The high favor in which the equipment 
trust certificate is held, both as a means 
of financing and a medium of invest- 
ment, is further exemplified by the 
steepness of the rise in the note curve 
during 1923, a year in which the rail- 
roads added to their equipment a con- 
siderable amount of new rolling stock. 
The most surprising feature of Chart 
VII is the fact that the curve showing 
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the cumulative net increase in capital 
stock rises higher than either the bond 
or the note curve. As we have seen, a 
negligible amount of this increase has 
resulted from the issuance of stock in 
the ordinary course of financing as an al- 
ternative to interest-bearing obligations. 
The steady growth, as we know, is due 
partly to conversions of transcontinen- 
tal bonds into stocks, and partly to 
stock dividends, but principally to the 
reorganization of carriers in receiver- 
ships. The increase during the year 
ended June 30, 1916, is attributable 
chiefly to the reorganization of the 
Wabash, coupled with Santa Fe bond 
conversions, while the marked rise dur- 
ing 1917 was the result of a number 
of reorganizations already sufficiently 
detailed, together with stock dividends 
of two roads of lesser importance, a pre- 
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ferred stock issue of a coaler for the 
purpose of clearing away some notes jy 
default, and an issue of stock by a 
southern road to retire some non-cop. 
vertible bonds. The transcontinenta(; 
alone account for the moderate rise du;. 
ing 1918-1920. The increase in 192), 
which incidentally was a peculiarly up. 
propitious year for stock financing, re. 
sulted from stock dividends by the 
Burlington and the Lackawanna roads, 
The year 1922 witnessed a few stock 
sales to the public. New stock was also 
issued by the New York Central in ex. 
change for Big Four preferred and com. 
mon, and the Chicago and Eastern 
Illinois was reorganized. The 1923 in- 
crease resulted in large part from the 
stock dividend of the Louisville and 
Nashville and the reorganization of the 
Missouri-Kansas- Texas. 
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with the establishment of the earliest 
department stores and _ mail-order 
houses. The Great Atlantic and Pacific 
Tea Company, organized as a wagon 
company in 1858, appears to have been 
the first merchandising organization to 
adopt the idea of having more than one 
retail unit under a central management. 
The Jones Brothers Tea Company, an- 
other grocery chain, appeared in 1872, 
followed by the Woolworth 5-and-1o0- 
cent stores in 1879. It is only since 
1900, however, that the chain idea has 
spread to a number of fields and has 
attained its greatest importance in those 
fields where the first chains were estab- 
lished. The dimensions of this growth 
in the number and size of chain-store 
systems are astonishing. A conserva- 
tive estimate would place the total an- 
nual volume of business of chains at 
well over a billion dollars, and the num- 
ber of stores operated at nearly 100,- 
ooo. Of this great number of indi- 
vidual units, approximately 50% are 
operated by grocery chains, with drug, 
shoe, tobacco, and 5-and-1o-cent-store 
chains all operating another 20% to 
25% of the total number. 


' The term “integration,” which denotes the union 
under a central management of two or more stages 
in any productive process, is ordinarily applied to 
Manufacturing enterprises. However, see Lewis 
H. Haney, “Integration in Marketing,” American 
Economic Review, Vol. X, No. 3, p. 508, for its 
application to marketing. 
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By WADSWORTH H. MULLEN 


The distributive field affords numer- 
ous examples of integration.’ The lead- 
ing mail-order houses and most of the 
large department stores have their own 
purchasing organizations and control 
extensive manufacturing and transpor- 
tation facilities. Chain-store systems, 
perhaps to a greater extent than either 
of the above two types of merchandis- 
ing institutions, have become _inte- 
grated; it is the purpose of this article 
to evaluate the integration of those 
chains. Since it is only the largest 
chains in each field that are able to man- 
ufacture and to take over tasks in the 
merchandising process ordinarily per- 
formed by specialists, an examination 
of the largest chains in a few fields will 
afford a satisfactory index of the im- 
portance of integration. The inquiry, 
then, was limited to the more impor- 
tant chains of the four types of gro- 
ceries, drugs, shoes, and tobacco. The 
number of chain stores in these four 
fields constitutes nearly three-fourths of 
all the chain stores in the country; 
moreover, although chains of these four 
kinds are probably more highly inte- 
grated than those of any other field, at 
the same time they lend themselves to 
analysis more readily than do chains of 
certain other important types. The 
necessary data for this inquiry were col- 
lected by the questionnaire method.? 





2 Replies to a questionnaire sent out by the writer 
were received from 12 grocery chains, 9 drug 
chains, 7 shoe, and 4 tobacco chains—32 in all. 
This number constitutes over 15% of the leading 
chains in each field. Information from local chains 
was, as a rule, secured by a personal interview, 
or else the replies were checked up in this manner. 
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I. The Purchasing Sources of Chain- 
Store Systems 


Purchasing direct from the producer 
was probably the first function, extrane- 
ous to simple retailing, to be assumed 
by chains. It is generally recognized 
that a well-defined tendency exists for 
them to eliminate the middleman by 
purchasing direct a majority of the 
items that they stock. The essential 
lines of inquiry to be followed in a de- 
termination of how far this elimination 
has been carried are: (1) an investi- 
gation of the amount of direct buying 
done by chains, and (2) a comparison 
with the purchasing sources of the in- 
dependent retailer. It may be said here 
that probably no chain buys direct all 
of the articles it sells, and on the other 
hand, only a few independent retailers 
depend wholly upon middlemen for the 
entire range of their commodities. The 
difference between the chain and the in- 
dependent retailer in purchasing meth- 
ods, then, is a difference of degree 
rather than of kind. 


1. GROCERY CHAINS. The items 
commonly stocked by chain grocery 
stores were for purposes of analysis 
divided into some 15 groups of related 
items. Table I, below, shows the ¢. 
tent to which the chains under consid. 
eration utilize the middleman in securing 
their supplies of each of these 15 com. 
modity groups. Table II, on the 
following page, gives a comparison be. 
tween the chain, as exemplified by the 
data presented in Table I, and the 
independent retail grocer.® 

Inspection of Table I reveals certain 
noticeable differences among these 1; 
commodity classes with respect to the 
number of chains that secure them from 
middlemen. There is, however, clearly 
but little tendency to rely upon the job- 
ber. None of the eight chains purchases 
crackers or bread from jobbers or mid- 
dlemen. Even in the case of canned 





8 Bulletin No. 13, 1919, of the Harvard Bureau 
of Business Research, which sets forth the pur- 
chasing sources of nearly 1,400 grocers, was 
utilized to secure information on the purchasing 
methods of the independent grocer. 














Tasie I. ANALYSIS OF PURCHASES FROM MIppLEMEN BY E1cHt Grocery CHAINS 
ax Cuamys Purcuasine Speciric Percentaces or Supplies From MIpDLEMEN 
Item Repasting 
oe Under | 10- 30- 40- 50- 60- 70- 80- 90% 
Middlemen | 19% | 20% | 30% | 40% | 50% | 60% | 70% | 80% | 90% | over 

Bread..... ssh cee Seca +: 
SEER re os 
RPE | I ” I 
Coffee, tea, cocoa...... 3 * 2 
Miscellaneous household 

WI a iv vines ens 2 I I vt 
Butter, eggs, cheese. . . . i - I snd 
Canned vegetables. ..... 4 2 * + 
Perishable commodities. . 2 43 I 
Soap, soap powder and 

SS ork vido Gaaiacs 3 I he I I 
Canned milk.......... 2 § ‘fe re 
Spices, condiments, oils. . 4 I I a 
Sugar, candy andchocolate 3 I me I 
Cereals, spaghetti, mac- 

SS See 4 i I = I oe 
Canned sea foods... ... 4 a I * a I 
Canned fruits........... 3 ve Y I r 



































* One chain failed to report the specific percentage. 
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Tas.e Il. PURCHASING SourcES OF INDE- 
PENDENT RETAIL Grocers AND EIGHT 
Grocery CHAINS* 


Percentage of In- 
dependent Retail- 
ers Reporting 
Item Purchase of All or 
Part of plies 
from Middlemen 








Percentage of 
Chains Reporting 


Part of Supplics 
from Middiement 


if 
° 
2 
> 
5 








Bakery goods.....-. 5.0 % 0.0% 
More than 
Breakfast foods..... 80.0 % 50.0% t 
Crackers ....---++- 8.0 % 0.0% 
es, . 5: i 9aceeee 33.337 12.5% 
Soap, and so forth... 86.67% 37.5% 
Condiments ......-- 66.67% 50.0%§ 
Gugat ....0-6-eeeee 80.0 Yo 37-5 7oll 
Confectionery ..-.-- 60.0 % 37-5%ll 





*Source of Data for Independent Retailers: Harvard 
Bureau of Business Research, Bulletin No. 13, 1919. 

+ Data from Table I. 

t For the class of “Cereals, spaghetti, and macaroni,” 
in Table I. 

§For the class of 


Table I. 
| For the class of “Sugar, candy and chocolate,” in 


Table I. 


fruit, when the percentages of their 
total supplies bought from the middle- 
man by the three chains using him are 
aggregated, this aggregate, although 
larger than for any other class, is still 
only slightly over a fourth of the total 
combined purchases from all sources of 
the eight chains for this item. In the 
case of no item were there more than 
four chains dependent upon the middle- 
man for any part of their supplies of 
that commodity. And where there were 
as many as four chains buying from the 
jobber, two or more usually secured in- 
significant portions of their total re- 
quirements in this fashion. Table II 
shows how much greater is the percen- 
tage of the independent grocers relying 
upon jobbers than is the percentage of 
the chains. In the case of these eight 
items, almost twice as many independent 
grocers buy from middlemen as do the 
chains. 

A distinct relationship seems to exist 
between the amount of direct purchas- 
ing performed by a chain and the num- 
ber of stores operated. Five chains of 
the eight buy some part of their sup- 


“Spices, condiments, oils,” in 
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plies of each of these fifteen items di- 
rect from the producer. Two of these 
five are the largest chains of the eight, 
while the other three fall in the next 
smaller size group. It is the smallest 
chain of the eight that does the least 
amount of direct purchasing, securing 
direct some portion of its supply of only 
nine items of the fifteen. 


2. DruG Cuains. In the applica- 
tion of the same sort of analysis to drug 
chains that was applied to grocery 
chains, certain difficulties are encoun- 
tered. Because of the large number of 
items stocked by the average chain drug 
store, it is difficult to devise a satisfac- 
tory system of classification. More- 
over, less detailed data with respect to 
the purchasing sources of the indepen- 
dent retailer are available. Practically 
the only usable information of this char- 
acter is contained in a bulletin of the 
Harvard Bureau of Business Research, 
detailing the results of a survey of 
nearly 200 independent retailers.* This 
survey showed that only one druggist 
of the group bought exclusively from 
the wholesaler; but on the other hand, 
only a few bought as little as 5% or 
10% of their total purchases through 
middlemen. The usual proportion of 
purchases made through the drug job- 
ber was 60%, while the remainder was 
bought direct or through cooperative 
buying associations. Those who bought 
direct usually secured from 25% to 
30% of their total supply in this fash- 
ion. Table III, following, summarizes 
the situation in the chain-store field. 

Table III shows that little reliance 
is placed upon the drug jobber by the 
five chains under consideration. In 
none of the ten commodity classes were 
all of the five chains entirely indepen- 





4 Bulletin of the Harvard Bureau of Business Re- 
search, No. 22, 1920. 
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dent of the middleman. But in most 
cases, only small proportions of their 
total supplies were purchased from the 
jobber by these chains. As a general 
rule, novelties are purchased direct 
more frequently than are the staple 
items stocked by the drug chain. Most 
chains buy direct the toys and novelties, 
and the clocks and brushes and other 
items of house furnishings that they 
carry. The reason for this method of 
purchase is no doubt the fact that the 
retailing of such items is not properly 
within the province of the drug store, 
and therefore the manufacturer has 
been obliged to go direct to the chain 
to get them introduced. A good many 
chains, however, still depend upon the 
drug jobber for considerable propor- 
tions of the more staple items, such as 
medicines, toilet articles, and drugs and 
chemicals. 


3. SHoe Cuains. A survey made 
in 1921 by the Federal Trade Com- 
mission® revealed the fact that about 
40% of the sales of shoe manufac- 
turers were made to shoe jobbers and 
other middlemen, about 50% were 
made direct to the retailer, and the 





5 Report of the Federal Trade Commission on 
“Shoe and Leather Costs and Prices,” 1921, p. 119. 
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other 10% disposed of through many, 
facturers’ chains, direct to the trade 
and so forth. The jobber is no doubt 
a still more important factor in supply. 
ing the retailer with the other items 
commonly carried; the sales by the 
average retailer of such items are small 
as shoes constitute about 85% of his 
total sales. The chain-store system, 
however, seems to have proceeded 
much further in this elimination of the 
jobber, and only a small fraction of the 
purchases of the six chains reporting 
were made through this medium. Al. 
though three of these six chains are 
manufacturers’ ‘chains, there seems to 
be little difference, as compared with 
the retailers’ chains, in purchasing 
methods. 

Five of the six chains bought a part 
of their shoes, and some of their over. 
shoes and rubbers, from the jobber, but 
all bought less than 10% of their total 
supplies from this source. In the case 
of boots, only four chains relied upon 
the jobber, all buying less than a tenth 
of their total requirements from the 
middleman. Stockings are secured in- 
directly by all six chains, but here only 
one chain of the six bought over a tenth 
of its supply from the jobber, with this 
one chain securing 20% of its require: 























Taste III. Numser or Items PuRCcHASED THROUGH MippLEMEN py Drvc 
CHAINS 
ae of CHAINS PURCHASING SPECIFIC PERCENTAGES OF SUPPLIES 
a FROM MIDDLEMEN 
Item pany ¢ va 
ny Fart of | under| 10- 20- 30- 40- 50- 60- 70- 
Supplics from) “10% | 20% | 30% | 40% | s0% | 60% | 70% | 80% | 90% 
Toys and novelties. ..... 3 3 a by 
Household furnishings. . . 4 2 I I 
Stationery and writing 
Eee 4 2 aa 2 x of a 
Rubber goods.......... 4 2 “a 2 es oh rt 
et eerie 5 I I 3 ie + ‘i. 
Toilet articles.......... 5 I 3 os ok I va 
Cigars and tobacco...... 3 I os I 47 1 c 
Drugs and chemicals... . 4 I I e I I 
eed arGeias.......... 5 2 ‘3 2 es e 
Candy and confectionery. 4 I 2 
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ments from middlemen. Spats, shoe 
laces, blacking, fancy buckles, and so 
forth, are also generally purchased di- 
rect, with only one chain of the six 
securing over 10% of its stock indi- 


rectly. 


4. Tosacco Cuains. There is, un- 
fortunately, little definite information 
with regard to the purchasing methods 
of independent tobacco retailers. How- 
ever, this field is ordinarily recognized 
as one of the strongholds of the job- 
ber; the number of such middlemen is 
probably exceeded only by the number 
of grocery jobbers. It is safe to as- 
sume, then, that the average tobacco 
retailer does little or no direct purchas- 
ing. On the other hand, the chain re- 
lies only to a very limited extent upon 
the jobber. 

Three of the four chains under con- 
sideration are fairly large chains. None 
of these three buys from the middle- 
man over a tenth of its supply of any 
of the items that it stocks. But the 
fourth chain—a small one—buys a con- 
siderable portion of its stock from the 
jobber. Half of its cigars are pur- 
chased in this manner; and all of its 
cigarettes, smoking tobacco, candy, and 
shaving accessories, and a tenth of its 
smoking accessories, are secured indi- 
rectly. Taking the three larger chains 
as typical, however, it may be said that 
the jobber has been practically elimi- 
nated in this field. 


Il. Warehousing and Trucking 


Storage of commodities in ware- 
houses and the transportation of those 
commodities to the store which is to 
retail them are two additional func- 
tions ordinarily performed for the in- 
dependent retailer by the jobber from 
whom he purchases those articles. But 
these related tasks of securing the goods 
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from the manufacturer, of storing and 
eventually of distributing them are 
necessarily assumed by the chain when 
that chain takes over the purchasing of 
goods direct from the producer, and 
often the labeling and repacking of 
those goods. 

The jobber is still a factor in chain- 
store purchasing, and a great many 
articles are bought from him. His 
trucks and warehouses are used in trans- 
porting and storing those articles. It 
was therefore decided to limit this in- 
quiry to the extent to which chains 
have taken over these two related func- 
tions and to a determination of what 
percentage of their facilities of this 
nature chains themselves own. As a 
general rule, the ownership of ware- 
houses and trucks accompanies a higher 
degree of integration than does the 
mere renting of such facilities. 

Of the 32 chains reporting on this 
question, 12 declared that they owned 
some portion of the warehouse space 
utilized. Much of the significance 
of this report is destroyed by the 
fact that 5 of the 12 chains failed 
to report the specific proportion that 
they owned. Of the 7 that made a com- 
plete report, however, 6 declared that 
they owned all of the space used, while 
the other chain reported that over 90% 
was owned. None of the 4 tobacco 
chains owns any storage space; but in 
the other fields the percentage of chains 
reporting the ownership of such space 
to the total number of chains reporting 
ranges between 40% and 50% in each 
field, thus showing a very uniform de- 
gree of ownership over the 3 fields. 

Of these 32 chains, 19 own some 
part of their trucking facilities. Nine 
own all of the trucks that they operate, 
I2 own over 90%, and 17 own over 
half of them. A greater percentage 
of chain groceries own their own trucks 
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than do chains of any of the other types 
examined. Ten of the 12 chains in this 
field own 70% or over of the trucks 
and wagons they operate. In the drug 
field, two-thirds of the 9 chains own 
part of their transportation facilities, 
with 3 reporting complete ownership. 
One out of the 7 shoe chains owns 80% 
of its trucks, and another, 5%. Only 1 
of the 4 tobacco chains reports the own- 
ership of any of its transportation fa- 
cilities, with the percentage of owner- 
ship in the case of this chain running 


to 90%. 
III. Manufacturing 


Manufacturing is an activity more 
alien to simple retailing than is either 
of the jobbing functions that have pre- 
viously been considered. A great many 
retailers purchase some of their com- 
modities direct from the producers, but 
it may safely be said that no retailer 
does any manufacturing worthy of men- 
tion. Chain stores, then, in taking over 
this task have gone into a field quite 
foreign to the province of the average 
retailer, and they have therefore pro- 
ceeded with caution. The manufactur- 
ing that they perform is of two gen- 
eral types: first, the manufacture of 
items destined for sale in the stores of 
the chain; and, secondly, the produc- 
tion of the supplies which are required 
to keep those stores in operation. Still 
a third type of production might be dis- 
tinguished: that is, the production of 
raw materials for further fabrication. 
This type, however, is relatively unim- 
portant, as will be pointed out later. 

Of the 10 grocery chains from which 
reports were received on their manu- 
facturing activities, 4 did no manufac- 
turing whatsoever. One of these 4 is 
a large chain, operating over 500 
stores, while another has from 100 to 
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200 units. Bread is the most popular 
item of manufacture with the remain. 
ing chains: all 6 were unanimous in re. 
porting the production of this staple, 
Five chains baked all of the bread they 
sold, and the sixth, half of its supply, 
Coffee was next in line of popularity: 
the largest chain of the group reported 
that it roasted all of the coffee it sold 
and another chain declared that jt 
packed coffee and cocoa, without re. 
porting what proportion of its supply. 
The former chain also bakes 30% of 
its crackers, and still another produces 
10% of its sugar, candy and chocolate. 
Another chain has a subsidiary engaged 
in the manufacture of flavoring ex. 
tracts. 

Although the manufacturing activi- 
ties of several of these chains have at- 
tained a considerable importance, nev- 
ertheless, the range of commodities pro- 
duced by another chain—one of the 
largest in the country—is much wider 
than in the case of any of the other 
chains examined. In 1922 the chain in 
question baked about 40% of its yearly 
bread sales of 125 million loaves. Cof- 
fee roasting plants are operated at sev- 
eral of its warehouses, and at the home 
plant it produces ammonia, baking pow- 
der, peanut butter, extracts, jelly pow- 
der, vinegar, and spices. It operates 
several fruit and vegetable canning 
plants, salmon canneries, and an evap- 
orated milk plant. In addition to these 
activities the commodities that it puts 
up or labels at its warehouses would 
probably constitute a majority of the 
items stocked by its stores. . 

Manufacturing by drug chains 's 
somewhat narrower in scope than in the 
case of some of the grocery chains ¢ 
amined. It is limited to items in the 
three commodity classes of medicines, 
drugs and chemicals, and toilet articles. 
The lack of sales concentration makes 
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it unprofitable for even the large chains 
to produce any very wide range of com- 
modities. But the three classes of 
products mentioned constitute such an 
important share of the sales of drug 
chains — probably 50% —that such 
chains are able to produce certain of 
the leading items in those classes. The 
following percentages obviously cannot 
be taken to mean that the chains men- 
tioned manufacture a portion of each 
of the items included in the broad com- 
modity group used; but rather that for 
a few items, the sales of which are 
large, the chains manufacture nearly all 
of their supply, while they may not 
manufacture any of the numerous other 
items included in the class. 

Four drug chains out of the seven 
reporting produce some part of their 
supply of those articles which have 
been designated as “drugs and chem- 
icals.” One chain did not report what 
percentage of its total supply was pro- 
duced; the other three manufacture, re- 
spectively, 8%, 4%, and 5% of their 
total requirements, although the last 
chain declared that a subsidiary pro- 
duced an additional 5% for it. Five 
of the seven chains produce medicines 
of one sort or another. One chain 
again failed to report the specific per- 
centage, while the others manufacture, 
respectively, 25%, 25%, 5%, and 6% 
of their total sales. Lastly, the same 
number of chains produce toilet articles, 
with four chains reporting, respective- 
ly, 35%, 25%, 15%, and 3% as the 
Proportions of their total requirements 
that they produce. In addition to the 
above chains, still another—one of the 
largest in the country—declared that 
about 18% of its total sales was of 
goods of its own manufacture, without 
specifying in what departments of its 


— this manufacturing was concen- 
trated. 
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Manufacturing seems to be of some- 
what greater importance in the drug 
field than in the grocery field. A 
greater proportion of the chains re- 
porting have gone into manufacturing, 
and although the percentages of man- 
ufacture reported per group are small, 
this is in part the result of the broader 
groups used. Moreover, manufactur- 
ing is by no means restricted to the 
larger chains, as seems to be the ten- 
dency in the grocery field. One of 
the drug chains reporting a consider- 
able amount of manufacturing operates 
only 4 stores, and another, 14 stores. 
It may be noted, however, that the 
average sales per store of drug chains 
are considerably higher than are the 
sales of grocery chains. 

A somewhat more complicated situa- 
tion exists among chain shoe stores. As 
previously pointed out, chains of this 
type must be divided into retailers’ and 
manufacturers’ chains. The real indi- 
cation of the amount of manufacturing 
done by chain shoe stores must lie in 
the amount performed by the former 
type of chain, since naturally the sales 
of manufacturers’ chains consist to a 
very considerable extent of the parent 
company’s product. Only one of the 
four retailers’ chains does any manu- 
facturing; this chain produces about 
30% of the boots and shoes that it sells. 
Only a few of the largest retailers’ 
chains have a volume of sales sufficient 
to make it profitable for them to manu- 
facture, in view of the large scale of 
operations in the shoe industry. As 
opposed to retailers’ chains, however, 
the sales of two manufacturers’ chains 
run over 90% of the parent company’s 
manufacture, while the percentage in 
the case of the third chain of this type 
is 65%. 

Manufacturing by tobacco chains is 
also concentrated into one or two items, 
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as the sales of these same items are 
large. Two of the four chains report- 
ing—both small chains—do no manu- 
facturing; but one of the other chains 
produces 90% of the cigars it sells, and 
the other, 80% of its sales of this item. 
The latter chain also manufactures a 
fourth of its smoking tobacco. In gen- 
eral, it is unusual for a chain to take 
up the production of any such widely- 
advertised article as smoking tobacco, 
because of the difficulty experienced by 
that chain in introducing its own brand 
in competition with more widely-known 
brands. 

Still another phase of the production 
of commodities by chain-store systems 
is the production of raw materials. 
Such articles may either be sold in the 
stores of the chain in a crude state— 
for instance, fruits and vegetables—or 
they may be intended for further fabri- 
cation. The ownership or facilities for 
the production of such material are usu- 
ally beyond the reach of the average 
chain. However, it was stated above 
that one of the largest grocery chains 
owns several farms and salmon fisher- 
ies. One other chain, operating from 
100 to 200 stores, declared that about 
60% of the fruits and vegetables re- 
tailed in its stores were grown on a 
farm that it owned, and that about 5% 
of the fruits and vegetables used by its 
canning plant were grown on that same 
farm. To the writer’s knowledge, no 
type of chain other than a grocery chain 
owns facilities of this nature, although 
it is quite possible that one or two of 
the large cigar chains own or control 
tobacco plantations. However, the 
sources of supply for chains of other 
types are usually more difficult of ac- 





®The assumption by the chain of the task of 
private branding is not properly a step in the in- 
tegration of that chain. But private branding is 
so closely connected both with purchasing direct 




































quisition and more complex of opers. 
tion than are farms and plantations 
and the ownership of such facilities js 
therefore probably limited to the larg. 
est chains of the types mentioned, 


PRODUCTION OF SUPPLIES 


The second main division of the 
manufacturing done by chains is the 
production of supplies which are to be 
used by the stores of those chains. Of 
the eleven grocery chains reporting on 
this question, six do some manufactur. 
ing of this character. Five print their 
own store signs and price tags, with 
four producing over 80% of their re. 
quirements. Three print over four. 
fifths of the stationery that they use, 
two manufacture a part of the furi- 
ture and fixtures required in their stores, 
while still another produces a fifth of 
its cartons and containers. Four of the 
eight drug chains print over 80% of 





their store signs and price tags, while sto 
another manufactures about a tenth of th: 
its furniture and fixture requirements. br: 
Two of the seven shoe chains produce a ust 
considerable proportion of their shoe an 
cartons. None of the cigar chains re $02 
porting does any manufacturing of this uni 
type. fre 
IV. Private Brands® cal 
nul 
It has been pointed out before that lin 
the difference between the purchasing tice 
methods of chains and of the indepen: bra 
dent retailers is a difference of degree tio! 
rather than of kind. The same is true enc 
of the use of private brands; no chain in| 
sells all commodities exclusively under sta’ 
its own labels, and conversely, quite 4 of 
few retailers have their own private sid 
brands. The Harvard Bureau of Bus: ) 
F ; ; abc 

from the producer and with manufacturing that " 
was thought advisable, from the standpoint of com pag 


pleteness, to include a survey of its importance 
in this inquiry. 
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stores previously referred to, declared 
that most grocers have their own 
brands in some line of merchandise— 
usually for coffee, tea, canned goods, 
and flour. Others sell ammonia, stareh, 
soap, olives, cereals, cocoa, and so forth, 
under their own labels. Drug retailers 
frequently sell drugs and simple medi- 
cal preparations in this fashion, while 
numerous shoe retailers have their own 
lines, and are encouraged in this prac- 
tice by the manufacturer selling an un- 
branded product. Under these condi- 
tions it is difficult to measure the differ- 
ence between the chain and the retailer 
in the use of the private brand; a simple 
statement, therefore, of the practices 
of chains in the four fields under con- 
sideration is all that will be attempted. 


I. Grocery CHAINS. Table IV, 
above, is similar to tables in previous 
pages, being a frequency table show- 
ing the number of chains reporting 
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SOME ASPECTS OF CHAIN-STORE DEVELOPMENT 7 
Taste 1V. NuMBER OF CHAINS REPORTING THE SALES OF COMMODITIES UNDER 
THEIR Private BrRANps 
i Cuarns REPORTING SPECIFIC PERCENTAGES OF SALES 
wo UNDER THEIR PRIVATE BRANDS 
Item ——. “ 
es under | Under | 10- 20- 30. 40- 50- 60- 70- 8o- | 9 
Their Private] 10% | 20% | 30% | 40% | 50% | 60% | 70% | 80% | 90% | Sve 
Bread.......scseesseces 9 be ye I sia a ¥ I > 
Coffee, tea, cocoa....... gt ats I I - - iJ I 5 
Flour pesscese ror 8 a ae I ve 3 
Spices, condiments, oils. . 6§ I iz I I 3 
Crachele... ... 010s cosseees 5 I 4 
Miscellaneous household ; 
WB... nnsersnea 6} I I 4t 
Cereals, spaghetti, mac- 
aroni. . ey. 6 ae I I I 3 
Butter, eggs, cheese, etc. . 6* 2 ay I 3° 
Canned vegetables. . 3 Fe I sis I 1 
Sugar, candy, chocolate. . 4 2 I ch <a - 1)| 
Coneed MH. 6:0 sieves I ia - 1 Le 
Canned fruits........... I I ¥ =e 
Soap, soap powder and 
eee I I 
Canned sea foods....... 
Perishable commodities. . 
* Butter and eggs, for one chain. ¢ Blueing and ammonia only, for one chain. 
+ Coffee only, for one chain; coffee and tea only, for two chains. § Spices only, for two chains. 
|| Syrups only, for one chain. 
ness Research, in its bulletin on grocery that specified percentages of their 


total sales of the listed articles are 
made under their private brands. It is 
clear that in the grocery field the pri- 
vate brand has attained great impor- 
tance. Seven of the nine chains report- 
ing sell all of their bread under their 
private brands, and five of the nine sell 
all of their coffee in the same fashion. 
Moreover, those chains that do not sell 
all of these two commodities under their 
own labels make a part of their sales in 
this manner. Apparently, staple items 
are sold under private brands more 
often than are certain articles, such as 
canned sea foods, canned fruits, and so 
forth, which partake more of the nature 
of specialties. 


2. DruG CuHains. Manufacturers’ 
brands seem to be of more importance 
in the drug field than in the grocery 
field. Drug chains stock a very wide 
range of commodities; the sales of each 
item, therefore, tend to be small, and 


an 
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considerable difficulty is experienced in 
introducing the private brand of the 
chain. Reference to Table V shows 
that it is for the commodity groups 
composed of the more staple items that 
the private brand has been introduced 
most extensively. Sales of medicines, 
toilet articles, and drugs and chemicals 
bulk large in the total sales of the chain, 
and, therefore, that chain often finds 
it profitable to substitute its own brands 
for the more widely-known brands of 
the manufacturer. Specialty items, 
however, such as toys, rubber goods, 
items of household furnishings, and 
so forth, are almost exclusively retailed 
under the producers’ trade names. 


3. SHoE Cuarns. The chain’s pri- 
vate brand is of greater importance in 
this field than in any of the other fields 
in which inquiry was made. About 
85% of the sales of the average shoe 
retailer are composed of boots and 
shoes. The importance of the private 
brand is evident when reference to 
Table VI, on the next page, shows that 
four of the seven chains reporting retail 
all of their shoes under their private 
brands, and that the remaining three 
chains make over two-thirds of their 
shoe sales in the same fashion. Boots 


Taste V. NumsBer or Druc CHAINS REPORTING SALES OF COMMODITIES UNDER 
THEIR PRIVATE BRANDS 


are retailed almost exclusively unde; 
private labels by four chains, and stock. 
ings are sold in this manner by two of 
the seven chains. The other items 
stocked, however, are sold almost ep. 
tirely under the trade name of the 
producer. 


4. Tosacco CHAINns. Only a few 
commodities are sold by tobacco chains 
under their private brands. The adver. 
tising of tobacco products of almost 
every type is so extensive that it is only 
with difficulty that the consumer js jn. 
duced to accept the brand of the chain, 
It is in the line in which this national ad. 
vertising of tobacco products has been 
perhaps the least extensive—that js, 
cigars—that the private brand has crept 
in. One chain of the four reporting sells 
over 90% of its cigars under its private 
label, while another chain makes 10% 
of its sales in the same way. One chain 
sells three-quarters of its smoking to- 
bacco under its private brand. For 
none of the other items which are 
stocked has the private brand been in- 
troduced. 


V. Conclusion 


The facts set forth in detail in the 














CHAINS REPORTING SPECIFIC PERCENTAGES OF SALES 
Number UNDER THEIR PRIVATE BRANDS 
of Firms 
Item Reporting 
es under | Under | 10- 20- 0- 0- 0- 60- o- 80- 
Their Private] "9% | 20% | 30% | 40% | s0% | 60% | 70% | 80% | 90% 
Deediewes. .... 2.02 .c0e 7 4 mr I I 
Toilet articles.......... 6 4 ~ ” I 
Drugs and chemicals. . . . 5 3 ia I te 
Food articles........... 3 I I ‘A I 
Candy and confectionery 2 I ba I 
Rubber goods.......... I aa ‘ I 
Stationery and writing 
ANNI 1 < desi os 0s 
House furnishings... .. .. 
Toys and novelties... ... 
Cigars and tobacco...... 
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Number Cuarns REPORTING SPECIFIC PERCENTAGES OF SALES 
i UNDER THEIR PRIVATE BRANDS 
of Firms 
Item ee. : 
es Unde Under 10- 20- 30- 40- 50- 60- 70- 8o- 
Their Private) “10% | 20% | 30% | 40% | 50% | 60% | 70% | 80% | 90% | Sver 
oa eee 7 v¢ _ : : 
Wrrrnevrry yc 4 5 ; : 
Stockings.....++-+> Jones 2 . a 3 
Shoe laces and blacking. . 2 : | 
Spats....---eeeeeeeees I a 
Fancy buckles.......--- I ; 
Overshoes and rubbers. . . be Ms 






































preceding pages may be briefly summar- 
ized as follows: 


1. PurcHASING Sources. It has 
been pointed out that almost all retail- 
ers buy some of their commodities 
direct from the producer. But the 
chain has proceeded much further in 
this direction, and in many fields the 
jobber has virtually been eliminated as 
a factor in chain-store purchasing. Re- 
tail grocers buy from 70% to 80% of 
their stocks from jobbers and whole- 
sale grocers, to roughly summarize the 
findings of the Harvard Bureau of 
Business Research. Chains probably 
secure five-sixths of their stocks from 
the manufacturer. In the drug field, 
the retailer buys 60% of his supplies 
from the jobber, while the chain pur- 
chases less than a fifth of its stock in 
this way. The average shoe retailer 
buys 40% of his shoes from interme- 
diate sources, but the chain secures 
over 90% of its supply direct. The 
average tobacco chain probably pur- 
chases as large a proportion of its 
requirements from the manufacturer as 
the shoe chain, but the retailer in this 
field probably depends upon the jobber 
for over three-fourths of his require- 
ments. 

_In general, chains purchase staples 
direct more often than they do specialty 
items. Grocery chains usually buy 


bread, soap, sugar, and flour from the 
producers; shoe chains secure their 
shoes in this way and tobacco chains 
habitually purchase cigars and cigar- 
ettes without the intervention of the 
middleman. 


2. WAREHOUSING AND TRUCKING. 
These two related tasks were necessa- 
rily taken over by the chains when those 
chains started to buy direct from the 
producer. About 40% of the chains 
in each field own some part of their 
warehouse facilities and a large number 
own from 90% to 100%. Well over 
half of all the chains own some part of 
their trucks. In the grocery field, two- 
thirds of the chains own 90% or over 
of their facilities of this nature. 


3. MANUFACTURING. Manufactur- 
ing is still of limited importance in the 
chain field. Most grocery chains bake 
their own bread, and a few roast coffee. 
Drug chains produce certain items of 
drugs and chemicals, medicines, and 
toilet articles. Only a few retailers’ 
chains manufacture their shoes, but 
most tobacco chains produce cigars. 
Ownership of the sources of raw mate- 
rials is of limited importance; only one 
or two very large chains have facilities 
of this nature. A considerable number 
of chains have taken up the production 
of supplies of various kinds. 
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4. Use or Private BRANDs. The 
average retailer uses private brands 
only to a very limited extent. Grocery 
and drug retailers usually have a few 
items which they retail under their own 
names, while shoe retailers frequently 
have their own lines. The brands of 
the independent retailer are, however, 
relatively unimportant. 

The average grocery chain sells 
bread, dairy products, flour, cereals, 
spaghetti and macaroni, and similar 
products, under its private label. Drug 
chains sell such staple items as drugs 
and chemicals, medicines, and _ toilet 
articles under their private brands, while 
shoes are sold almost exclusively under 
the label of each chain. 

At a rough estimate, grocery chains 
make nearly a third of their sales under 


TrawmwTraeawne T™~ wwmrrnferTrTarTrmemenm nro—merre mess 






















private brands; drug chains, aboy 
10% ; shoe chains, from 80% to 90%: 
and tobacco chains, about 20% sale 
private trade names. 

Chains have failed to adopt the pr. 
vate brands more generally in thei 
stores because of the difficulty experi. 
enced in inducing the consumer to accept 
articles bearing those private brand; 
One of the reasons for the success of 
the chain is the large volume of sales 
per clerk. The chain cannot attain this 
large volume if its clerks are obliged to 
overcome the resistance of the consumer 
to the private brands of the chain. The 
present tendency is to stock both the 
private brands of the chain and national 
brands of manufacturers, with the in. 
tention of substituting the former when- 
ever possible. 
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INTEREST OF TRADE ASSOCIATIONS IN 
PATENTS AND TRADE-MARKS 


By KARL FENNING 


trade associations pay little or 

no attention to patents and trade- 
marks. This may be reasonable, since 
they are generally looked upon as 
monopolies and as of individualistic 
character. Nevertheless, since com- 
munity of interest may be developed, it 
may be desirable to have those in charge 
of trade-association activities direct 
their attention to patents and trade- 
marks. 

There is sometimes an advantage in 
having the members of an_ industry 
agree to transfer all patents which they 
own or may own to a trustee, which 
may be the trade association, with the 
understanding that the trustee will li- 
cense every member of the association 
to employ all of the patented inventions 
for a reasonable consideration, or for 
none. The advantage which a member 
of the association gets by freedom to 
use the inventions of other members of 
the association is generally a sufficient 
consideration to him for surrendering 
his own patents. Such an arrangement, 
of course, should clearly specify that in 
operating under these patents no manu- 
facturer should imitate in shape, form, 
or style any device already placed on 
the market by another manufacturer. 
A license under a patent need not neces- 
sarily allow the licensee to make a 
Chinese copy of the patented device as 
built by the inventor, or the owner of 
the patent. A corollary of this some- 
times limits such a pooling of patents 
for license purposes to those relating to 
smaller or less important advances or 


Te executive ‘ oficers of many 


improvements in the industry, thus leav- 
ing to each manufacturer who owns a 
really important or basic patent the ex- 
clusive right to the invention there in- 
volved. 


I 


The trade association may well in- 
form its members of some of the ele- 
mentary principles relating to United 
States as well as foreign patents. A 
patent should be carefully investigated 
in view of the prior art before it is pur- 
chased or dealt in or sued on. The 
association then may properly employ 
a corps of patent lawyers and investi- 
gators, whose function will be to in- 
vestigate for any member of the asso- 
ciation any patent which is brought to 
it for purchase or license. The mem- 
bers of the association may thus be pre- 
vented from inadvisedly entering into 
royalty contracts, which are really with- 
out consideration and may become 
onerous. This investigating bureau also 
may be called upon by a manufacturer 
about to produce a new article, or go 
into a somewhat new line, to investigate 
the patent situation and determine 
whether the new venture of the member 
is likely to result in loss due to infring- 
ing patents owned by others. 

The members of the association 
should be advised that in most instances 
an application for a foreign patent 
should not be filed until assurance is re- 
ceived that a patent is to be allowed in 
the United States Patent Office, remem- 
bering that it is advisable to file abroad 
within one year of the filing of the 
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United States application. If no patent 
can be procured in the United States, 
probably no valid patent can be issued 
in some of the foreign countries, and 
this delay will save the expense of for- 
eign patent applications in many in- 
stances. Most foreign countries require 
annual taxes, which increase each year 
and become extremely burdensome. 
Many countries require actual manufac- 
ture under the patent in the country in 
order to keep the patent alive, and some 
provide that importation into the coun- 
try of goods covered by the patent an- 
nuls the patent. A knowledge of these 
facts frequently saves much expense and 
trouble by causing manufacturers to 
limit their foreign patent applications 
to countries in which there is a reason- 
able prospect of a satisfactory financial 
return from the patent. 

Though the United States Patent 
Office issues each week an official ga- 
zette, describing every patent as issued, 
and a circular of ‘General Information 
Concerning Patents,” there is a vast 
amount of information in the United 
States Patent Office which has not been 
properly disseminated. Funds have 
never been available for printing vol- 
umes describing patents in the various 
arts. The office does however keep 
patents classified according to subject- 
matter, so that a trade association may 
develop a file of accessible information 
on patents relating to the industry in 
which it is interested. Many patents, 
for one reason or another, are never 
worked or the inventions are not put 
into use by the patent owners. At the 
end of the 17-year period, for which 
the patent is granted, the inventions 
described in these patents are free and 
open to be used by the public. In order 
that the public may be advised when 
these inventions become free, a trade 
association might well report to its mem- 
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bers at stated intervals, say once a yea, 
all of the patents, or those that seem 
worth while, which have expired. The 
may be identified by reading 17-year. 
old issues of the Official Gazette of thy 
Patent Office, in which are published , 
cut and claim of each patent as granted, 


II 


Frequently an entire industry js 
affected by a single patent which is 
revolutionary as to cause a substantial 
reorganization of the industry. Such 
patents should be reported to all men. 
bers of the industry as soon as issued, 
Such patents sometimes contain broader 
claims and are more expansive on their 
face than the prior activities of the in. 
dustry warrant. While an inventor is 
always entitled to the reward for his 
invention, it is of course to the interest 
of the public and to the interest of the 
industry to see that he gets no broader 
protection than his invention merits. 
When an attempt is made to establish 
such an important patent by suit for in 
fringement against a manufacturer, the 
entire industry may well join the man 
facturer, possibly in sharing the e& 
penses of the suit, certainly in assisting 
the defendant to find proof of prior 
uses which may exist, but which ma 
have been neither patented nor described 
in printed publications. Many things 
are done in factories which are not dis 
closed to the world and which may be 
known to only a few in the particular 
factories. 

Sometimes even after a patent for al 
important invention has been estab 
lished by a court decree, it is possibl 
to obtain more satisfactory licensing 
agreements if the industry acts 4s ! 
whole. The owner of the patent na 
urally accepts a smaller individual roy 
alty from a large number than be 

















































ICe a year, could afford to accept from a single 
that seem manufacturer, and this is to the benefit 
ed. These of the industry and of the public as well 
y 17-year. because it allows all manufacturers to 
be of the enter into selling competition. 

ublished 4 Pending a suit the owner of a patent 


frequently declines to allow its use, un- 
less each manufacturer enters into an 
agreement to acknowledge the validity 
of the patent and to continue royalty 


$ granted, 


dustry js payments, even if the patent is finally 
hich is s0 declared invalid in the suit then pend- 
ubstantial ing. The unreasonable burden thus 


ry. Such 


placed upon the manufacturer and upon 
all mem. 


the public may be relieved by a com- 


as issued, bination of some or all the members of 
n broader the industry in organizing a new com- 
© on their pany to manufacture the patented de- 
of the in. vice and supply it to the members under 
ventor is reasonable conditions. 

d for his Patents are sometimes issued for 
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things which are not in fact new, because 
the Patent Office cannot have absolutely 
complete records of the prior art. 
Many real inventions are made and 
carried into effect without being pat- 
ented or described in printed publica- 
tions. For the protection of the public 
generally and of the industry, trade 
associations should urge their members 
to patent everything possible as an in- 
surance against someone else later get- 


rich may ting a patent for the same thing and 
described causing much trouble and _ expense. 
iy things Many things, which may seem to be too 
» not dis insignificant to be patented, may be 


brought to the public attention as an in- 
surance against trouble arising from 
later inventors claiming them if they 


| may be 
articular 


nt for an are carefully described, preferably with 
n estab illustrations, in trade journals. The 
possible trade association should urge its mem- 
licensing bers to see that every new thing done 
ts as a is announced either by a patent or by 
tent nat: a proper descriptive publication. It 
Iual roy: might even be desirable to establish a 
than he trade journal under the control of the 
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association, so that matters which might 
not be considered news or worthy of 
publishing by the commercial publisher 
may be published as an_ insurance 
against difficulties which may arise from 
an inability to prove a prior use beyond 
a reasonable doubt in order to invalidate 
a subsequently granted patent. A trade 
journal already established may be per- 
suaded to establish a special section for 
this purpose at the expense of the trade 
association. 


ll 


A knowledge of trade-marks which 
are in use in the industry is always use- 
ful and many times invaluable to the 
business man. An industrial association 
can be of great use to its members and 
to the public generally interested in the 
industry, if it can at its headquarters 
establish a trade-mark deposit bureau. 
The purpose of such a bureau should 
not be to give to the depositor any 
rights nor should it be limited to re- 
ceiving trade-marks of its members. 
All members of the industry should be 
requested, urged, and, if possible, re- 
quired to deposit at the association head- 
quarters every trade-mark employed, 
together with a statement of the circum- 
stances under which it is employed, the 
particular goods with which it is used, 
and the various colors or color com- 
binations involved. The United States 
Patent Office has on file a large number 
of trade-marks. Its registrations, how- 
ever, are limited by the Constitution to 
trade-marks employed in interstate or 
foreign commerce. Many trade-marks, 
therefore, which are employed locally 
are not eligible to registration in the 
Patent Office. Moreover, there are 
many identifying marks which by stat- 
ute are prohibited from registration in 
the Patent Office, so that it is import- 
ant for an industry to assemble its own 
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marks. The trade-marks registered in 
the Patent Office are arranged by 
classes, so that all marks relating to a 
certain industry are readily accessible, 
and it would be to the advantage of an 
industry to see that all marks registered 
with it are reported to the Patent Office, 
since the law prohibits registration of a 
mark already in use by another than the 
registrant, and the lists provided thus 
by the industrial association may serve 
as a protection against unauthorized 
registration. Much money is lost by 
innocently adopting a trade-mark which 
may interfere with a mark already in 
use. A trade association can help to 
avoid this needless waste by requesting 
or requiring its members to submit to 
the association every mark before it is 
adopted, so that headquarters may call 
attention to other probable interfering 
marks already in use. 

The United States Patent Office pub- 
lishes each week in the Official Gazette 
trade-marks which it has passed for 
registration, giving interested parties 30 
days in which to oppose any registration. 
A trade association can protect its mem- 
bers by examining these current lists and 
notifying its members, who are likely 
to be injured by registration of a mark 
which may interfere with a mark known 
to the association. 

A trade association can help its mem- 
bers in foreign commerce by constantly 
keeping them advised that in many coun- 
tries trade-mark registration is well- 
nigh essential before entering into com- 
merce, since selling goods before regis- 
tration of marks in many countries may 
suggest to some unauthorized person 
residing in the country to register the 
marks and exclude the authentic goods 
or hold up the manufacturer for a pay- 
ment. Furthermore, some _ countries 
have heavy penalties for importing 
goods bearing an unauthorized regis- 
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tered trade-mark, and in some countries 
such goods are confiscated, so that , 
trade association should keep its mem. 
bers informed not only with respect jp 
United States trade-mark laws, but wit, 
respect to the trade-mark laws of for. 
eign countries, particularly those with 
which its members have dealings, 

It would not seem to be unreasonable 
to expect the trade association to pre. 
pare for circulation among its members 
a list of trade-marks used in the indys. 
try, corrected at least annually, and also 
a manual of information and warning 
with respect to possible trade-mark difi. 
culties, both domestic and foreign. 

There is sometimes an advantage to 
the public in having a trade association 
adopt a mark which all its members may 
use, either in advertising matter or on 
labels attached to goods. While such 
an association’s marks may be con 
trolled and their unauthorized use 
enjoined in the courts, they cannot be 
registered in the Patent Office, since 
they are not technical trade-marks, be- 
ing not the sole property of any in- 
dividual and hence not clearly indicat: 
ing source or origin. 

An industrial association may ¢f- 
fectively serve the public and its ow 
members by seeing that no one com 
nected with the industry employs a label 
with a fraudulent, deceptive, or untrue 
statement on it. The United States Pat 
ent Office may refuse to register a trade- 
mark if it is employed in connection 
with such a statement, and since mos 
trade-mark and unfair-competition lit: 
gation in the courts is conducted on the 
equity side, a plaintiff will not be given 
relief if he has associated his trade-mark 
or his goods with a fraudulent, untrue, 
or deceptive statement. 





1 The Patent Office publishes for free oper 
arks, 


a circular of general information about trade-m 
labels, and prints. 
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O one who knew Frederick W. 
T Taylor intimately during the last 
years of his life and who was at 
the same time engaged in a similar field 
of endeavor and was profoundly influ- 
enced by his work and his philosophy, 
the task of reviewing Copley’s Life of 
Taylor is a particularly difficult one. 
Copley’s book gives not only an in- 
teresting picture of Taylor’s life, but 
also a peculiarly comprehensive and in- 
structive review of his work. The 
author undoubtedly had to undertake a 
considerable amount of research in the 
preparation of this biography, but for- 
tunately there was a wealth of material 
available of which he made skilful use. 
In a simple and direct style he gives an 
excellent portrayal of the nature of a 
manufacturing enterprise and of the 
industrial environment in the 1880's 
and 1890’s as the background for the 
absorbing story of a man in whom were 
combined with the highest ideals, the 
ability and perseverance to evolve and 
develop principles by the purely scien- 
tific method. 





' Frederick W. Taylor: Father of Scientific Man- 
agement, 2 vols. Harper and Brothers, New York, 
1923. 

“Young Taylor was the son of well-to-do par- 
ents with an ancestral and social background of 
the highest type. He prepared for college at 
Exeter and successfully passed the entrance ex- 
aminations for Harvard, but because of trouble 
with his eyes he was forced to alter his plans. 
His inability to go to college and then start in the 
world as one professionally trained must have been 
a severe blow. But we find that Taylor was not 
the usual young man. He did not sit around 
bemoaning his fate or enter upon an aimless pro- 
gram of self-indulgence at his parents’ expense. 
Desiring to be self-dependent and finding it nec- 


THE LIFE OF FREDERICK W. TAYLOR: 
A REVIEW' 


By RICHARD A. FEISS 


Fred Taylor was one of those rare 
individuals who had a_ well-defined 
philosophy which he applied to every 
activity of life. His work and his life 
were one. It is this that made his work 
so far-reaching and gave it the vitality 
that left an indelible influence upon 
those who came in contact with him. 


At no time in the history of the world 
has industry been of such importance as 
it is to the present civilization. The re- 
sult of this rapid and enormous develop- 
ment of the past century has brought 
with it far-reaching problems. Large- 
scale industry was in a chaotic state at 
the time Taylor? first made his ac- 
quaintance with its problems, and it was 
fortunate that a man with the vision, 
the spirit, and the ability of Taylor came 
into industry when he did. Taylor’s 
contribution was not in the nature of a 
cleverly devised method or trick to im- 
prove processes. It was no “‘system” 
in the ordinary sense of the term, and 
cannot be compared with systems which 
are more or less cleverly devised to im- 





essary to do something, he went to work at what 
was apparently the first thing he could find, which 
happened to be an ordinary laborer’s job in the 
shop of a Philadelphia pump manufacturing com- 
pany. 

Taylor’s disappointment at not being able to go 
to college and his subsequent action were char- 
acteristic of his entire life. He had more than 
his share of disappointments. Most of his later 
disappointments were brought about through the 
lack of appreciation or understanding on the part 
of others and added a pathetic touch to his life 
and work. But these only served to bring out that 
indomitable spirit which impelled him to do some- 
thing of service and to go at whatever he did with 
a thoroughness and a tenacity that was unique. 
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prove methods or processes. Taylor’s 
approach to his problems was that of a 
scientist. He had a clear-cut vision as 
to the purpose of industry and the prob- 
lems to be solved. With his eyes always 
riveted on the problem as a whole, he 
nevertheless did not lose sight of the 
interrelation of all parts of the problem. 

As an economist he kept clearly be- 
fore him the concept that the object of 
industry was the production of com- 
modities and services for the gratifica- 
tion of human wants and the enrichment 
of the community. The age of ma- 
chinery had necessitated a specialization 
and a cooperation of large groups on a 
scale that had never been dreamt of 
before. This had given rise to new 
demands on human effort and human 
ability and had established a new prob- 
lem in human relations which called for 
a new philosophy of organization. 


The situation that existed when Tay- 
lor entered industry consisted of the 
minimum of cooperation and the maxi- 
mum of antagonism. In the employer- 
employee relationship that had grown 
up, there were only a few outstanding 
instances in which it was realized that 
cooperative relationship was funda- 
mental to the entire set-up of industry. 
Both employer and employee possessed 
false points of view, which precluded 
any basis for real cooperation and which 
assumed that their positions in industry 
were entirely antagonistic. 

Taylor clearly saw that the salvation 
of industry involved the greatest pos- 
sible increase in production at the lowest 
possible costs and a larger “‘prosperity”’ 
for both employer and employee. Such 
results could be obtained only by a reali- 
zation on the part of both that their 
interests were common to those of in- 
dustry itself. This meant that “friendly 
cooperation’”’ was paramount. Taylor 
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often said scientific management always 
involved a mental revolution of the em. 
ployer and employee toward their wor 
and toward each other. 

Taylor realized that this revolution 
would not come about by abstrag 
preaching. It could be brought aboy 
only by a slow process—by developing 
a technique of organization and method 
based on sound principles and philos. 
ophy and applied in a scientific way to 
the specific problems in the plant, 
Everything Taylor did was to this end 

The revolution in the minds of man. 
agement begins with the realization on 
the part of management that its func. 
tion consists of full responsibility for 
both planning and executing in detail 
everything necessary for accomplish. 
ment. This puts upon management the 
specific responsibility of planning both 
what to do and how to do it. The 
duties of management are analyzed and 
the functions inherent in managing are 
set up. This results in functionalized 
management. Functionalized manage- 
ment is nothing more than specialization 
in management with the same benefits 
which are brought about by specializa- 
tion in any other field. 

Management properly has to devote 
itself as part of its function of leader. 
ship to the task of bringing about a 
revolution in the minds of the men in 
order to enlist their cooperation. The 
antagonism which to a great extent still 
exists and which is based chiefly upon 
the conflict in interest in the share ot 
the results of industry, has to be over- 
come. The theory that all the interests 
of the employer and employee are op 
posed was almost universally held dur- 
ing Taylor’s early years. He recog: 
nized that under the conditions that had 
grown up in industry this feeling not 
only existed, but that there was also 
cause for it so far as the employee was 
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concerned. The lack of a basis of co- 
operation necessary to industry itself 
was a thing that to Taylor’s mind was 
wrong and had to be overcome. 
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principle is basic to the entire Taylor 
philosophy. From this point of view, 
the interests of both employer and em- 
ployee are alike provided for in that as 
individuals each profits in accordance 
with his contribution. 

Towards this end Taylor devoted 
himself to analyzing every activity and 
every responsibility in the business of 
production with a view to establishing 
an accurately determined measure and 
method for every kind of performance. 
It was this characteristic of thorough- 
ness that not only made his contribution 
possible but made it inevitable that 
whatever came within the scope of his 
activity or interest was analyzed in de- 
tail by him in a thoroughly scientific 
manner. Being of an essentially prac- 
tical and constructive mind, his analysis 
resulted not only in a synthesis as to 
which was the one best way in any given 
instance, but also in a formula or a gen- 
eralization which embodied the correct 
principle. 

The importance of developing a com- 
prehensive and coordinated technique 
which involves not only the determina- 
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cording to the quality and quantity of 
his accomplishment. The development 
of some suitable form of payment, 
which is dependent upon performance 
and which is substantially greater for 
accomplishment in accordance with defi- 
nitely set standards, is material if not 
essential in making effective the mutu- 
ality of interest that is inherent in and 
necessary for the proper conduct of busi- 
ness. When scientifically worked out 
and developed, the results effect that 
revolution in the minds of the men which 
replaces antagonism with cooperation. 

Taylor’s work has too often been 
viewed as a set system. He himself 
laid stress upon the fact that exact 
methods would and should be improved 
and developed, and that in all instances 
they should be modified to apply to a 
particular situation. But the principles 
that Taylor first enunciated as funda- 
mental to industry must be applied 
100% in order to get results. In ap- 
plication the analysis necessary will re- 
veal that the problems of management 
are of a type common to all organiza- 
tions. 

Time study, routing, and other func- 
tions of planning are not in themselves 
scientific management, but are part of 
the technique of scientific management. 
It is with such aids that the science in- 
volved in the performance of any task 
is discovered and perpetuated for the 
benefit of the industry. Significant as 
was the work of Taylor and his asso- 
ciates in the discovery of high-speed 
steel and the ultimate publication of his 
25 years of experimentation in the art 
of cutting metals, its real and impressive 
significance is apparent only when it is 
realized that its purpose was merely the 
discovery of the science involved in a 
group of machine shop operations as a 
logical incident in the application of 
scientific management methods. 
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The value of Taylor’s work consisted 
not only in the expounding of the cor- 
rect principles of organization and man- 
agement but also in the practical 
illustration of them by application to 
the actual problems of management. In 
fact, the great value of Taylor’s work 
is that the principles are but generaliza- 
tions derived from shop experiments 
and practices. He demonstrated that 
the accomplishment of even the most 
ordinary kind of work involves a 
science, and the coordination of all the 
activities of an organization involves an 
art. As a result, management has be- 
come one of the great professions in- 
volving both science as applied to the 
handling of all materials and methods, 
and art as applied to the handling of all 
its human relations. 


While the term “scientific manage. 
ment”’ can as yet be applied to the man. 
agement of only a few organizations 
the influence of Taylor’s work, his sound 
principles, and comprehensive philos. 
ophy extends far beyond these limits 
An increasing number of leaders, not 
only in industry but also in other com. 
munal activities, are influenced in their 
thinking and in their actions by the Tay- 
lor philosophy. So much of this infu. 
ence is subconscious that there is at the 
present time no possibility of an ade. 
quate appraisal of its extent. 

One who is interested in industry and 
the solution of its problems, one who js 
interested in the life and accomplish 
ment of a practical man with a big 
vision cannot afford not to read this 


Life of Frederick W. Taylor. 
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SUMMARIES OF BUSINESS RESEARCH 


THE ADVISABILITY OF PURCHASING BONDS AT THe 
TIME OF ISSUE" 


HE advisability of purchasing se- 
curities at the time of issue is a 
problem which constantly con- 

fronts investors. As a problem it is 
surrounded by prejudice and_half- 
knowledge on both sides, some authori- 
ties maintaining that a new bond always 
tends to fall in price within a year or 
two after issue (the conditions of in- 
trinsic value and security remaining the 
same), while others say that many new 
issues are bargains in view of their later 
rise in price and investment value. To 
investment bankers, on the other hand, 
the existence of prejudice against new 
issues, whether well-founded or other- 
wise, is a serious matter as long as 
American methods for marketing securi- 
ties place a premium on the rapid and 
complete sale of new securities. If 
there is real support for the prejudice, 
prices of new issues must necessarily be 
set lower to offset for the investor the 
risk of later depreciation. The investor 
also should know the exact extent and 
strength of any such tendency in order 
that he may bargain accordingly in buy- 
ing new issues. 

The problem is concerned only with 
the action of new bonds as contrasted 
with so-called “seasoned” bonds; that is, 
bonds with a broad and well-developed 
market and of an age sufficient to have 
been tested by one complete business 
cycle. The method used here aims to 
make a broad comparison between the 





1 Based upon a thesis by A. W. Pearson, a mem- 
ber of the Student Editorial Board, in the course 
in Corporation Finance, Harvard Graduate School 
of Business Administration, May, 1924. 


two classes by eliminating as far as pos. 
sible the effects of erratic price move. 
ments in individual bond issues. A sep- 
aration of the comparison into two 
steps was found advantageous. The 
first step, merely a comparison of the 
prices of new securities at issue with 
their prices at later dates, bears upon 
the problem of determining whether to 
wait a reasonable time to make the pur. 
chase of an intrinsically sound and 
otherwise desirable new issue or to take 
it as soon as offered. The second step 
in the comparison was the more impor- 
tant and the more complicated, being 
concerned with the relative values of 
“new” and “‘old”’ issues, judged by sub- 
sequent investment value. Both inves- 
tors and bankers naturally tend to set 
up as a standard of value and price the 
older issues which are constantly avail- 
able upon the open market. The in- 
vestor is especially concerned with 
making a choice between the new bond 
offered him by a salesman and the well- 
known issue that has been traded on ex- 
changes for many years. To arrive at 
a broad basis of comparison in this case 
was a difficult task, since market prices 
are often incomplete or inaccurate for 
some issues and since the standard of 
comparison must in any event be subject 
to criticism. In drawing general con- 
clusions, however, allowance for these 
factors has been made. 


I. The Actual Price of New Issues 


The first part of the study is a simple 
price comparison for new issues with 
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as concerns price movements per se, most hopeless. Yields are therefore 
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‘heir own original prices over a period 
of months afterward. In making this 
comparison it is presupposed that the 
issue is originally desirable from the 
point of view of the investor and also 
that it will be available for purchase 
during subsequent months. The whole 
process is merely used as exhausting one 
possible approach to the general prob- 
lem; it seems to yield much less satis- 
factory results than the second general 
section of the study, which represents 
another distinct approach. 

Quotations for the 12 months after 
issue were obtained for 50 railroad 
bonds issued from 1919 to 1923, in- 
clusive. These quotations for the most 
part were the high and low sales for 
the month, although in a few instances 
the bid and ask prices only were obtain- 
able. The average of the bid and ask, 
or of the high and low, was taken, since 
it was felt that this was the most prob- 
able point at which one would buy or 
sell the bonds. These averages were 
then shown as percentages of the issue 
price for the different bonds. 

The market quotations for the 12 
months after issue* here appear to 
show a rather close approximation to 
the issue prices. The divergence in any 
month from 100% of issue price is in- 
sufficient to conclude that it made a dif- 
ference when the bonds were purchased 
during this 12-month period. 

It was next considered advisable to 
trace the course of new issues during a 





*It must be remembered that these prices have 
a slight tendency to rise during the year, due to 
the issue of many of the bonds at below one hun- 
dred. 


*The seasoned bonds used for this index are 
those selected by Mitchell in his Business Cycles, 
Pages 142 to 156. They were at the time high- 
grade railroad bonds. 

Chicago and Eastern Illinois. Gen. Consol. and rst 

M. 58 of 1939. 
Missouri, Kansas and Texas. 1st M. Gold 4s of 
1990. 
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Chart I 
CHANGES IN YIELD ON NEW AND SEASONED RAILROAD 
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period of marked cyclical movement to 
support or disprove the above findings. 
It was found that during 1917 and 
1918, years just preceding the last 
period of this kind, there were only two 
new listed railroad bond issues; but 
during 1904 and 1905, years just pre- 
ceding the 1907 disturbance, there were 
ten issues of railroad bonds under new 
mortgages which were listed and had 
frequent quotations. A study of the 
fluctuations of these bonds over a period 
of about four years was then made. 
In order to counteract the effect of 
amortization the bonds were put on a 
yield basis, yields being computed for 
each January, April, July, and October. 
Chart I shows the fluctuations of these 
bonds as well as the fluctuations of an 
index of seasoned bond yields.* This 
chart substantiates the above conclusion 
that the new bonds fluctuate similarly 
with seasoned bonds and hence, so far 





Wabash. 1st M. Gold 5s of 1939. 
Chesapeake and Ohio. 1st Consol. M. Gold 5s of 


1939. 


Chicago, St. Paul, Minneapolis and Omaha. Consol. 
M. 6s of 1930. 

Chicago, Burlington and Quincy. Nebraska Ext. 
4s of 1927. 

Central Railroad of New Jersey. Gen. M. Gold 5s 
of 1987. 


Chicago, Milwaukee and St. Paul. Gen. M. Series 
“A” Gold 43 of 1937. 

New York, Chicago and St. Louis. 1st M. Gold 4s 
of 1937. 

West Shore Railroad. rst M. (Guar. by N. Y. C. 
R. R.) 48 of 2361. 
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as concerns price movements per Se, 
both types should be bought just prior 
to periods of declining bond yields. 
Another section of the study was 
made for industrial bond issues. Five 
bonds were found with constant quota- 
tions issued during 1917 and 1918.4 
Since there is no accepted index of in- 
dustrial bond yields, an index was 
made composed of the following bonds: 
American Agricultural Chemical rst 5s of 1928 
Central Leather 20-year 5s of 1925 


Armour and Company 1st Real Estate 4%s of 


1939 
Bethlehem Steel 5s of 1926 
Lackawanna Steel rst Cons. 5s of 1950 


These bonds all moved similarly in 
extent and time; equally important, quo- 
tations were available for all of them. 
It is believed that they formed a fair 
index of high-grade industrial bond 
yields during the period covered. Here, 
as in the other instance, the yield moves 
closely with that of seasoned bonds. 


Il. New Securities Compared with 
Seasoned Securities 


Instead of comparing the price move- 
ments of new and old securities within 
themselves over a stated period of time, 
this second method makes cross-com- 
parisons of the two types of issues at 
short intervals during a similar stated 
period. The purpose is the same—to 
discover whether it is advisable to pur- 
chase new securities at the time of isse 
or at some later time. 

Differences in maturity dates and 
rates of interest between the various 
bonds make any comparison on the basis 
of price for this part of the study al- 





* Another bond, Chile Copper C. Coll. Tr. 6s 
“A” of 1932, was also issued during this period. 
This bond, however, had an unusually bad record 
and consequently was not used in the index as it 
would have movements dissimilar to those of the 
other bonds. 


most hopeless. Yields are therefore 
used exclusively in making the compari- 
son. Since yields are based on the 
market price, which is the resultant of 
the opinions of thousands of investors 
there is involved the assumption that 
such a price is the test of the value of 
an investment over a period of time. 
Finally, 36 months after issue is arbi. 
trarily set as the period during which a 
bond may be considered as “new,” q 
period which will probably cover the 
time when the issue is reaching the exact 
level of price warranted by its invest. 
ment value. 


Railroad Bonds 


Railroad bonds constituted the first 
group studied. The procedure used for 
the other bonds is nearly the same. Rail- 
road bonds issued during 1919 and 1920 
were found in the 1921 Financial Re- 
view. Issues for the later months in 
1921 were found in the Commercial 
and Financial Chronicle. These lists of 
issues were then compared with the rec- 
ord of listing of the New York Stock 
Exchange as found in the Financial Re- 
view and the official record of listings. 
All new issues listed during this period 
were then examined in Moody’s Manual 
to discover whether the bond was part 
of an issue put out under an open-end 
mortgage issue and, therefore, not a 
really unseasoned bond. 

The high and low quotations for 
each succeeding three months after is- 
sue for a period of three years were 
then determined. It was assumed that 
a person buying or selling a bond would 
probably strike the average of the high 
and low rather than either extreme; 4 
plain arithmetic average was therefore 
taken of these quotations. With the aid 
of a bond book the yields based on these 
averages were found. 
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the exact will be noted later. 
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dex were then arranged with dates cor- 
responding, so that the spread between 
these new and seasoned bond yields 
could be found at issue and subsequent 

















the first dates. Changes from the initial spread 
used for were computed and the results plotted 
ne. Rail- on the adjoining Chart II. Variation in 
ind 1920 the number of changes shown is caused 
wcial Re- by the irregularity of some quotations. 
onths in As noted before, a greater relative yield =! 
mmercial after issue compared to the index of sea- 
e lists of soned bonds tends to show that the bond bonds studied, showing the date of is- 
\ the rec- did not retain its original position with sue, the tendency of a variation from 
rk Stock seasoned bonds and, hence, would have the seasoned bond index to become 
ncial Re- been a poor purchase at issue. Where greater or less, and the result of the 
listings. the yield of the new bond becomes less purchase at issue as poor, good, or in- 
$s period as compared to the seasoned bonds, the different, viewed. from the subsequent 
Manual new issue is attaining a higher relative changes in its price level relative to sea- 
vas part value than at issue and would have been _ soned bonds. 
»pen-end a good purchase. Of 20 bonds examined® during the 
>, not a A brief summary will be given of the period four were poor purchases at is- 
ions for ‘It is composed of the following long-maturity For further information see Review of Economic 
° om 7 “ Statistics for July, 1923, pp. 212-217. 
after is- high-grade bonds: 
Central Railroad of New Jersey. 1st M. Gen. Gold ® The following bonds were studied: 
a oS Lehigh Vall 1o-year Collateral Trust ¢ i 
cago q J I. ent alley -yea 0. a s s O 
ned that Chicago and North Western. Gen, M. Gold Stamped ae a 
Penn. Railroad. Consolid . } 5 2. Pennsylvania Railroad General Mortgage 5s of 
id would Great sae a ot nad Mal Be Oeil Soe Oa 1968. 1918. Indifferent 
the high 4148 of 1961. 3. Illinois Central 15-year 5%s of 10934. 1919. 
mee: 2 Atchison, Topeka and Santa Fe. M. Gold 4s of 1995. Poor 
re ; ‘orfolk and Western. 1st Con. M. Gold 4s of 1996. 4. Central of Georgia Second 6s of 1929. 1919. 
herefore Northern Pacific. Gold 4s of 1997. Poor 
. Union Pacific. rst Lien and Ref. M. Gold 4s of 5. Baltimore and Ohio Second 6s of 1929. 1919. 
h the aid 2008. Poor 
Lake Shore and Michigan Southern. 1st M. Gold 6. C. C. C. and St. L. 6s Series “A” of 1929. 
on these 3s of 1997. 3919 Poor 
New York Central and Hudson River. M. Gold 3%s : a 
of 1997 Issued during a period when for the greater 
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sue; two were indifferent purchases; the investing community. There ig 3) 
fourteen were good purchases. ways some error in the estimation of 
A striking characteristic of the re- this element; the amount of error forms 
sults here was that all the bonds ear- one more factor in the total return, be. 
marked as “good” by their positions on ing either positive or negative. 
the chart were issued at such a time that It so happens that the two elements 
for the next three years yields were ris- do not move synchronously. During the 
ing most of the time, while all the upswing of business, the pure interes 
“poor” or “indifferent” bonds were is- rate increases in response to the jp. 
sued during 1918 and 1919, so that dur- creased demand for capital, and the 
ing the greater part of the three-year risk premium decreases. When the 
period yields were falling. With this crisis appears, followed by months of 
fact before us, it is worth while to seek liquidation and stagnation, the premium 
an explanation with the help of the gen- for risk sharply increases. But during 
eral theory of investment.’ this same period the need for capital 
One of the chief factors in the yield continues and the pure interest rate 
or return from bonds, which was used maintains itself on a high level; thus the 
as the test of value, is the pure interest curve for total yield from bonds con. 
rate—the price for capital. The other tinues to move up for some months after 
is a premium or compensation for the the downturn in business, because dur- 
risk affecting the safety of the principal ing that period the two chief elements 
—the chance that it will not be repaid. in the yield are moving together. The 
The interest rate changes with the interest rate changes first, followed by 
changes in the supply and demand for the risk premium, so that for a time in 
capital, which occur in the short-time in- the early stages of revival the two move 
dustrial cycles and in the long-time down together until the condition first 
growth of industrial countries. The mentioned reappears. 
risk premium is in itself absolute; but The important fact in such a compati- 
its actual amount on any given security son as is made here is that both the 
is the resultant of the estimates of thou- premium for risk and the amount of 
sands of investors who may be in the error in estimation seem to differ be- 
market—that is, pass judgment upon tween new and seasoned securities, while 
the security. By being measured in such the interest rate is the same. Once a 
a way, this premium is subject to peculiar security has been issued (at the actual 
fluctuations caused by the temper of time of issue it is affected by general 








.  . Ivani il - 6%s of 193! 
(Footnote 6 continued from page 93) *4 aa ead Relves s97ent 0% 


. ° : y 7 Ss 6%s of 
part of the 36 months examined bond yields were 1g. Chicago and North Western Second fs ° 
falli , 1936. 1921. Good . 
alling: 16. Northern Pacific-Great Northern Second 6/8 
7. Pennsylvania Railroad 10-year Second 7%s of of 1936. 1921. _Goo , 
1930. 1920. Good 17. Illinois Central Railroad Company 15-year 6% 
Series “A” of 1936. 1921. Good 


8. Atlantic Coast Line 1o-year Second 7s of 1930. ‘ \ P = F 

1919. Indifferent 18. Canadian Northern Railway 6%s S. F. D. ° 

9. Delaware and Hudson to-year Second 7s of 1936. 1921. Good : F 
1930. 1920. Good . Grand Trunk Railway of Canada 15-year 5. 

10. Louisville and Nashville 10-year 7s of 1930. 6s of 1936. 1921. Good oe 

1920. Good 20. Minneapolis, St. Paul and Sault Ste. Maric Rat 

way Company to-year 6%s of 193! 197! 


11. Chicago and North Western 10-year 7s of 1930. 
1920. Good Good ' 
12. Grand Trunk Railway of Canada 20-year S. F. 7 Dewing, Harvarp BUSINESS REVIEW, Vol. I, p- 
D. 7s cf 1940. 1920. Good es ° ° rn on Invest: 
13. Canadian Northern Railway 7s of 1940. 1920. 451, ‘Economic Profits in the Retu 
Good ments. 
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and specific optimism) it is more sub- 
ject to attack by the opinions of in- 
vestors during its early years than after 
it has gone through a full business cycle. 
Thus the amount of error in estimation 
of risk is being altered appreciably in 
early years. For some securities (a 
great number in this railroad group) 
the direction of alteration may be such 
as to make a purchase at original issue 
very advisable; this would be caused by 
too great an amount of pessimism sur- 
rounding the enterprise and so result- 
ing in too low a price upon it by the 
issuing bankers. This is not true for 
other issues studied below. 

There is a commonly accepted ex- 
planation of the weakness of new issues, 
namely the fact that syndicate managers 
deliberately maintain the price of issues 
at the slightly inflated level at which 
they were issued during the period of 
the syndicate and that prices relapse to 
their true level at the expiration of the 
agreement. This is based on the premise 
that new issues are usually priced slightly 
above their true value, and that their 
yield is thus slightly lower at issue than 
the true judgment of risk by investors 
at the particular time for the par- 
ticular enterprise—that judgment being 
thwarted somewhat by the selling or- 
ganizations of issuing and distributing 
houses. Nothing was found in the ex- 
amination of all the bonds in the study 
to substantiate exactly such a premise, 
although there were several bonds in 
which a sharp decline was noted at 
about the time when the syndicate dis- 
solved. The discovering of the exact 
time when syndicates dissolve is a diffi- 
cult task, and no opportunity for doing 
so was possible within the limits of this 
study. This particular explanation, 
therefore, cannot be entirely supported 
by the results noted here. 

A special factor affecting railroad 


bonds, which would account for the 
sharp change in results between the 
early and later parts of the period 
studied, is the change of investment 
opinion toward railroads which became 
operative about a year after the Esch- 
Cummins Act became law. This new 
favorable attitude would have operated 
to reduce the original estimate of risk 
on new issues of 1920 and 1921, where- 
as the three-year period for the earlier 
bonds would not have been so influenced. 
Since the comparison is with older 
bonds, this would be further evidence 
that changes in the estimate of risk are 
greater for new bonds than for sea- 
soned issues, as was concluded above. 

Another reason partly explains the re- 
sults obtained. The bond index used 
was composed of long-term bonds, while 
most of the new issues were of short 
maturities. The shorter maturities tend 
to show wider ranges of yields than the 
more distant maturities. Thus, short- 
term bonds issued during the upswing 
of rates would reach higher levels than 
the longer maturities, whereas on the 
downswing the short-maturity bonds 
would reach lower levels. This, then, 
is another part of the explanation for 
the variation which was found in the 
two periods. 

To the investor, there is real impor- 
tance in the separate factors of maturi- 
ties and a possible later appreciation in 
price, as well as actual yield. Ele- 
mentary investment wisdom dictates that 
during times of rising bond yields it is 
important to have bonds of short ma- 
turities in order to prevent a large de- 
preciation in price. Similarly, in periods 
of falling yields long maturities should 
predominate in order to take full ad- 
vantage of the probable appreciation in 





8 Review of Economic Statistics, July, 1923, pp. 
212-217. 
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price. It happened that most of the 
bonds issued during the period covered 
were of short maturities. This question 
affects the individual needs of an invest- 
ment fund and does not directly con- 
cern the point of proof with which this 
article is concerned. It should, how- 
ever, be kept in mind in examining re- 
sults for other types of bonds. Simi- 
larly, and more important, the explana- 
tions advanced for the results recorded 
for the first group should be applied to 
these other results. 


Industrial Bonds 


The methods for industrial bonds in 
the selection and determination of yields 
for various periods, and the actual 
period treated, are the same as for rail- 
road bonds. The index used on page 
93 in the study of prices was not consid- 
ered adequate as a standard of compar- 
ison; one bond, Central Leather 20-year 
5s, which became really speculative, was 
dropped from the index, and four new 





*It is important to note that the callable, con- 
vertible, and participating features in some indus- 
trial bonds caused the appreciation of value over 
a period of time. 


»° The following bonds were studied: 


bonds were added. The complete index 
was then: 
Corn Products ist 25-year 5s of 1934 
Baldwin Locomotive 1st 5s of 1940 
General Electric 3%4s of 1942 
Tennessee Coal and Iron 5s of 1951 
American Agricultural Chemical rst 58 of 1928 
Armour and Company 1st R. E. 4's of 1939 
Bethlehem Steel 5s of 1926 
Lackawanna Steel rst Cons. 5s of 1950 


The bonds used were about the only 
seasoned bonds available with constant 
quotations throughout the period unless 
the index were weighted still more 
heavily with steel and iron, which was 
not considered advisable. 

On account of the work required the 
yields on these bonds were found only 
for January, April, July, and October 
for each year. These were plotted on 
Chart III, with the monthly yield on 
railroad bonds and monthly figures in- 
terpolated for the missing months in 
the latter part of 1918 through to the 
first quarter of 1921, when it was nec. 
essary to have yields for every month in 
order to find the spread between the new 
and seasoned bond yields at issue. It is 
believed that the error in this inter- 
polation was slight. 

The yields on the new issues were 
also found on each January, April, July, 
and October after issue. This resulted 
in some cases in the dates after issue be- 
ing 2, 5, and so on, or 4, 7, and so on 
months after issue instead of 3, 6, and 
so on months. This should result, how- 
ever, in no error in the conclusions. 

Of twenty-two bonds studied ° during 
the period: twelve were poor purchases; 
four were indifferent purchases ; six Wert 
good purchases.’° Chart IV shows the 
basis of these conclusions. 














1, Wilson and Company Con. S. F. 6s of 192 
1918. Poor 

z. Wickwire Spencer Stcel Corporation «st 75 
1935. 1920. Poor 

3. Cuba Cane Sugar Conv. 7s of 1930. 1920. 


Footnote continued on page 7 - 
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There was no sharp division in re- 
sults between periods when yields were 
rising and falling, as occurred in the 
case of railroad bonds. The preceding 
footnote shows the division, however. 

The conclusion is, then, that on the 
whole industrial bonds are a poor pur- 
chase at issue. It is probably true that 
estimates of risk and of ultimate value 
necessarily vary more from the truth in 
the case of industrial bonds than for 
other types because of fluctuations in 


industry. *? 


Public Utility Bonds 


The study of public utility bonds 
brought considerably more difficulty 
and a necessity for more qualification in 
the conclusions, on account of the few 
listings of such bonds on the stock ex- 
change and resultant fewer reliable 
quotations. All issues of $3,000,000 
and over were found in the Financial 
Review and the Chronicle for 1919, 
1920, and the first part of 1921. The 
listed bonds were noted and their high 
and low quotations obtained as with the 
other securities studied. A search was 
then made in the Quotation Supplement 





(Footnote 10 continued from page 96) 
4. General Electric 6s of 1940. 1920. Good 
5. — Fruit Company Deb. 7s of 1934. 1919. 
cor 
Issued during a period such that bond yields 
declined for the greater part of the 36 months: 
6. United States Rubber Second 7%s of 1930. 
1920. Good 
7. Pan-American Petroleum and Trans. 1st Lien 
78 of 1930. 1920, Indifferent 
8. Diamond Match Company 15-year 7%s of 1935. 
1920. Indifferent 
. Westinghouse Electric and Manufacturing Com- 
_pany 78 of 1931. 1920. Good 
. Virginia Carolina Chemical Company 7%s of 
1932. 1920. Poor 
- Cerro De Pasco Copper Corporation Con. 8s of 
1931. 1920. Good 
12. Standard Oil Company of California Deb. 7s of 
_ 1931. 1920. Poor 
Steel and Tube Company of America 7s Series 


° 


°o 


we 





‘CHANGES IN SPREAD BETWEEN NEW AND 
SEASONED INDUSTRIAL BONDS 


Numer of Months after lowe 
” " a aM a we 














of the Chronicle for bid and ask quota- 
tions on the other bonds. The aver- 
age of the bid and ask prices was 
thought to be the most probable place 
at which a sale would take place. The 





15. Atlantic Refining Company 6%s Deb. of 1931. 


1921. Poor 
16. Tide Water Oil Company 6%s of 1931. 1921. 
Poor 


17. Sharon Steel Hoop Company ist M. S. F. 8s of 
1941. 1921. Poor 

18. Cuba Cane Sugar Company 1st M. Coll. Tr. S. 
F. 88 of 1931. 19271. Good 

19. Invincible Oil Corporation 83s of 1931. 1921. 
Indifferent 

20. Packard Motor Car Company 8s of 1931. 1921. 
Indifferent 

21. Marland Oil Company of Delaware S. F. Part. 
8s of 1931. 1921. Good 

22. Mexican Petroleum Company, Limited, of Dela- 
ware Con. S. F. 8s of 1936. 1921. Poor 


11 Among the bonds listed in Footnote ro are sev- 
eral examples, well-known in financial circles, of 
over- and under-pricing by issuing houses. In 
one case, especially, the investor would have prof- 
ited by buying at issue one of these—a bond of 


‘C” of 1951. 1921. Poor ‘ p 
‘ American Agricultural Chemical Company 1st one of the country’s greatest industrial units— 
‘ef. 74s of 1941. 1921. Poor contrary to the majority of cases. 
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yields on the averages of the bid and 
ask prices were found as in the case of 
the other bonds. 

Still more difficulty was found in an 
attempt to make an index of seasoned 
public utility bonds; eight bonds were 
finally found with regular quotations. 
These bonds were: 


1. Street Railway bonds: 


Detroit United Railway 1st Con. G. 
44s of 1932 
Manhattan Railway G. 4s of 1990 


2. Telephone and Telegraph bonds: 


American Telephone and Telegraph 
Company Coll. Trust 4s of 1929 
Pacific Telephone and Telegraph 

Company ist G. 5s of 1937 


3. Gas, Electric, Heat, Light and 
Power bonds: 


Laclede Gas and Light Company Ref. 
and Ext. G. 5s of 1934 
New York Gas and Electric Light, 


Qet Vv 


CHANGES IN SPREAD BETWEEN NEW AND 
SEASONED PUBLIC UTILITY BONDS 


Number of Months after Issue 
s ” ' 8 a a 2” ” a 6 





Heat and Power Company 1st G. 


58 1934 
Pacific Gas and Electric—California 
Gas and Electric Unif, and Ref. G. 


58 1934 
Utah Power and Light Co. 1st G. 55 


of 1944 


The two street railway bonds were 
discarded immediately, because their 
fluctuations were erratic and because no 
new traction bonds were issued during 
the period. There were only two tele. 
phone bonds issued, so that these bonds 
were also discarded. 

This left only the four gas and elec. 
tric bonds. The rate of the Laclede 
bond, however, tends to vary from the 
others, showing great weakness in 1921 
when it reached a high yield of 8.75%. 
On examining the income account of 
this company, it was found that its earn- 
ings were poor; in 1921 earnings were 
only 10% above bond charges. The 
other bonds all moved similarly in ex- 
tent and time, having earnings about 
twice the fixed charges during the pe- 
riod. It was decided, therefore, to 
eliminate the Laclede bond, since it 
plainly did not belong in this group. 
It is realized that three bonds are a 
narrow base on which to build an index. 
The similarity of fluctuations among 
themselves, and as a group with the 
industrial and railroad bond yield in- 
dexes, tends to support the belief that 
the index is not unsound. As in the 
case of industrials the yields for other 
months than January, April, July, and 
October were found for 1919, 1920, 
and the first quarter of 1921 by plotting 
with railroad bond yields on Chart V, 
and then reading missing months from 
the chart. Chart V shows the basis 
of conclusions of eighteen bonds & 
amined !?: eleven were poor purchases 
at issue; five were indifferent; two wer 
good. 

12 See page 99 for footnote. 
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There are some important limitations 
here which must be emphasized. The 
frst is that the use of an average of 
bid and ask prices introduces a factor 
of error in the determination of the 
yields. The second is that utility bonds 
cannot, in many cases, be freely pur- 
chased in the open market, so that price 
movements are not really representative 
of value. Subject to these limitations, 
the results here indicate that public util- 
ity issues are poor purchases at issue, 
in comparison with seasoned bonds, re- 
gardless of the conditions in the bond 


market. 
Despite the fact that the results are 





12 The following bonds were studied: 
1. Brooklyn Edison Company Gen. M. 5s Series 
“A” of 1949. 1919. Poor 
2. Great Western Power Company of California 1st 
and Ref. M. S. F. 6s of 1949. 1919. Good 
. Nebraska Power Company 1st M. 5s of 1949. 
1g19. Poor 
Northern Ohio Traction and Light Company Sec- 
ond 6s of 1926. 1919. Poor 
s. Dallas Power and Light Company 1st M. 6s of 


w 


1949. 1919. Indifferent 
6. Duquesne Light Company 1st M. and Coll. Tr. 
6s of 1949. 1919. Good 


7. Pennsylvania Public Service Corporation 1st and 
Ref. 6s of 1929 “A.” 1919. Poor 
8. General Gas and Electric 10-year Second 6s of 
1929. 1920. Poor 
Issued at times such that yields declined for the 
greater part of the 36 months’ period: 


somewhat weakened by the numerous 
practical difficulties encountered, there 
is definite evidence in favor of the prej- 
udice of investors against new issues. 
It is true that the situation in regard 
to railroad bonds varied according to 
the general market conditions; but for 
industrial and public utility issues, there 
was a real weakening of new issues in 
comparison with old or seasoned issues 
over the subsequent three years after 
issue. It is felt that the method used 
is sound, that the investigations over 
given periods of time were thorough, 
and that sufficient allowance was made 
for qualifying influences. 





9. Adirondack Power and Light Company 1st and 
Ref. 6s of 1950. 1920. Indifferent 

10. Pennsylvania Ohio Power and Light Company 
1st and Ref. M. 7%s of 1940. 1920. Poor 

11. Wisconsin Electric Power Company ist M. Guar. 
7%s of 1945. 1920. Poor 

12. Niagara Falls Power Company 1st Cons. M. 6s 
“A” of 1950. 1920. Indifferent 

13. Pacific Gas and Electric Company rst and Ref. 
M. 7s “A” of 1940. 1920. Poor 

14. Ohio Power Company ist and Ref. M. 7s “A” 
of 1951. 1921. Poor 

15. Oklahoma Gas and Electric 1st and Ref. 7%s 
“A” of 1941. 1921. Poor 

16. Pennsylvania Power and Light Company ist and 
Ref. 7s “A” of 1951. 1921. Indifferent 

17. Puget Sound Power and Light Company Gen. 
and Ref. M. “A” 7%s of 1941. 1921. Poor 

18. Mississippi River Power Company S. F. Deb. 
7s of 1935. 1921. Indifferent 


METHODS OF WAGE PAYMENT: THE DAY WAGE 


THs article (the third and last of 

the series on systems of wage pay- 
ment), deals with miscellaneous pre- 
miums and bonuses, profit-sharing, and 
the like, and with the day-wage system 
of payment. 

In previous issues, various systems of 
wage payment to stimulate production 
have been discussed. It has been the 
more or less common fault of all of 
these that there is the tendency to secure 
quantity at the expense of quality. In 
addition, there has usually been no com- 
pensation for other desirable qualities 
such as regularity of attendance. It is 


possible to provide direct financial in- 
centive for any desired measurable qual- 
ity in the shape of a bonus, which may 
be superimposed upon any other system 
of wage payment. Such bonuses, if 
properly adjusted, will stimulate the ef- 
forts of the workers in the desired di- 
rection. For instance, a rubber shoe 
company uses a rate in the fabric-cutting 
room described as a differential piece 
rate. The percentage of waste is care- 
fully determined for each worker, and 
the worker is paid a rate per piece cut, 
the rate varying 5% for each per cent 
of variation in the percentage of waste. 
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The principal objection to the day- 
_ evetem is that it represses the su- 


ployer and employee was not only pos- 
sible; it was the general rule. This close 
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Care must be exercised in the use of any 
of these systems to avoid too many vari- 
ations or too much complication. If 
there are too many variables, the work- 
er will not feel the direct effect of any 
single one, and a large part of the in- 
centive will be lost. 

Of various systems, such as profit- 
sharing, pensions, insurance, and stock 
ownership financed in whole or in 
part by the management, little will be 
said. These types are not true forms 
of wage payment, in that the amount 
received by the worker does not vary 
directly with his individual performance 
in the shop. Such payments, made as a 
rule annually, cannot definitely be fore- 
casted by the worker, and are of slight 
value in providing an incentive to higher 
output per man per hour. In cases 
where these systems have improved the 
eficiency of the worker, the result has 
been based primarily upon an already 
existing feeling of good-will on the part 
of the worker toward the management, 
rather than upon any idea of swelling 
the amount received. Many of these 
systems are cumulative in their effect, 
and thus act as an incentive to con- 
tinued service, more especially among 
the workers who are receiving the bene- 
fits. It has been the experience of some 
companies, however, that the average 
worker would prefer to have the money 
in the pay envelope, and that greater 
good-will could be obtained if the ex- 
cess profits were spent in improving 
working conditions. 


Payment on the Basis of Time 


A scheme whereby the employer pays 
the employee for the time spent, irre- 
spective of other considerations, is 
commonly referred to as day-work. Ac- 
tually the unit of time upon which the 
wage is based may vary from one hour 
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be derived from time and motion stud 
can be capitalized under the day-wor 
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to a year, but the philosophy of th. 
plan is always the same. Hence the 
common term, day-work, is used, 

Day-work was originally used long 
before the modern development of mass 
production in industry. It is still used 
in many instances. As with piece-work, 
it is interesting to note that the philos. 
ophy of the day wage still persists to 
such an extent that it is one of the prom. 
inent methods now used in industry. 

For the purpose of analysis day-work 
may be divided into two classes. One 
type is that in which every employee of 
a certain craft classification receives the 
same wages regardless of individual 
qualifications. The other type is that 
in which the principles of scientific man- 
agement are applied to the extent that 
work is carefully planned ahead for 
each employee and records are kept of 
the individual performance of the work- 
man. Each craft group is broken down 
into a series of promotional steps car- 
rying higher wages, these steps to be 
gained by the employee on the basis of 
individual performance. For want of 
better terminology, the first type listed 
is called elementary day-work and the 
second scientific day-work. 

Because it is simple and can be used 
with any type of work, the day-wage 
system is often employed without due 
consideration being given to a study of 
the conditions conducive to its success. 
It is often used without thought being 
given to the requirements of the job, 
and much of the criticism of day-work 
results from experiences gained in such 
use. 


Disadvantages of Elementary 
Day-W ork 


Much of the present-day criticism of 
day-work arises from inexperience with 
the elementary type of day-work. There 
usually are two objections raised. 
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The principal objection to the day- 
rate system is that it represses the su- 
perior man. Ambitious employees reach 
the conclusion that they receive no di- 
rect benefits from hard work. An indo- 
lent fellow employee performing less 
work apparently receives the same re- 
ward. This criticism assumes that 
wages are the all-important considera- 
tion to an employee. It is claimed, on 
this basis, that a man who receives equal 
wages for less effort is recognized by 
the management as of equal value with 
the ambitious employee. Under these 
conditions, the logical tendency is for all 
the workmen to regulate their produc- 
tion so as to conform to the perform- 
ance of the least energetic or least 
skilled. 

The second criticism of day-work 
arises from the reasoning that the rate 
of production is variable and impossible 
of control or estimate. On this basis 
wages become an uncertain element of 
cost. 


Scientific Day-W ork 


It is believed that these criticisms of 
day-work are erroneous. They are true 
only in case the conditions within the 
organization are such that they are al- 
lowed to become true. The philosophy 
of the day-work is not proved to be in 
error. The fault lies, rather, with the 
management for attempting to use day- 
work under improper conditions. It 
has been pointed out that the chances 
for success of the piece-rate method are 
enhanced by certain conditions of ad- 
ministration. It is felt that there are 
also certain conditions conducive to the 
success of day-work. 

In the early days of wide-spread use 
of day-work, industrial conditions were 
entirely different from those now obtain- 
ing. Industrial organizations were 
small and close contact between em- 


ployer and employee was not only pos- 
sible; it was the general rule. This close 
contact between employer and employee 
contributed largely to the successful use 
of day-work. 

With modern methods of mass pro- 
duction in large organizations this con- 
tact cannot be maintained. It is be- 
lieved, however, that new mechanisms 
can be used to the same end. These 
mechanisms are contained in the out- 
line of the scientific wage system given 
below. 

The ordinary day-wage system should 
be elaborated to include a definite stand- 
ard of performance set for each task 
by time and motion study and a series 
of wage classes in each of the craft 
groups. Promotion to succeeding wage 
classes should be made on the basis of 
each workman’s performance as evi- 
denced by complete records. 

A brief consideration of the outline of 
the plan indicates that it is calculated to 
overcome the repression of talented men 
through the provision for promotion 
when warranted by the workman’s per- 
formance. The establishment of a 
definite standard for each operation will 
also assist in the realization of a more 
definite control of costs than is possible 
with elementary day-work. 

The principal criticism of scientific 
day-work is that the provision of pro- 
motional steps within the craft groups 
is theoretically but not practically feasi- 
ble. However, it is believed that no 
more difficulties will be encountered in 
the administration of this plan than with 
any of the modern systems offering di- 
rect money incentive for increased pro- 
duction. The time and money spent in 
keeping records of the workman’s per- 
formance and in studying and teaching 
proper performance should be no 
greater than in the Taylor, Emerson, 
or Gantt system. Any advantages to 
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be derived from time and motion study 
can be capitalized under the day-work 
system. Wherever the expense incurred 
by such studies is justifiable under the 
Taylor, Gantt, or Emerson system, it is 
likewise warranted under this system 
and the resulting records should be used 
as a basis for establishing wage classes 
and promotions. 

The scientific day-wage system has 
several desirable features which do not 
appear under any of the other systems. 
It is based on the assumption that work- 
men are, in general, honest and will 
readily respond to good treatment. The 
desirable features of this method of 
payment are discussed below in the 
order of their importance. 

First. It is believed that the pro- 
vision for promotional steps, attainable 
on the basis of performance, is a better 
type of incentive than that given under 
the piece-rate system or the bonus sys- 
tem. With the two other types the in- 
centive is furnished through a prospect 
of greater earnings; that is, on a direct 
financial basis. This places labor rela- 
tions on a sordid basis and accentuates 
a workman’s greed. His primary inter- 
est is not in the size of the pay envel- 
ope. His contentment is more directly 
influenced by the assurance of steady 
work and by the respect accorded him 
by the management and his fellow work- 
ers, though, of course, his wages must 
be such as will allow him to satisfac- 
torily provide for himself and family. 
By promoting the workman to a higher 
plane in the organization when the rec- 
ords of his performance show an in- 
creased efficiency, recognition is given 
the desire for respect as well as the de- 
sire for more pay. 

Second. Under the system recom- 
mended, careful work on the part of 
the workman is favored. The records 
of his efficiency should consider the 


quality of his output as well as the quan. 
tity. The workman can express his 
ideals of craftsmanship and his pleasure 
in a perfect output without loss to him. 
self. This is a distinct asset with cer. 
tain types of production where quality 
is paramount. 

Third. The day-wage system adjusts 
itself fairly well to class distinctions 
among the workmen. Where discon. 
tent arises in any class, it is usually due 
to a desire to raise the wages of the 
class as a whole, rather than those of 
some talented individuals within the 
class. If the wage-earner is content with 
the standards of life of his class, he is 
satisfied with wages which meet the re. 
quirements of this class standard. Ex. 
penses appear to be chiefly a function 
of time, and the wages to cover these 
expenses will then likewise appear to be 
chiefly functions of time—so much per 
day or week. 

Fourth. The calculations involved in 
the preparation of pay-rolls under the 
day-wage system are simple. Adjust- 
ment to the varying costs of living may 
be made in the manner now used, by 
paying bonuses above the day rates. If 
a further incentive toward confidence 
and cooperation of the workmen is de- 
sired, some profit-sharing system may 
be added without difficulty. 

The scientific day-wage has a very 
wide field of application. With any ot 
the other systems, it is always neces- 
sary to pay a part of the labor on the 
day rate, either because it is not pos 
sible to measure the performance sufi- 
ciently accurately for incentive payment 
or because it is difficult to maintain qual- 
ity under such payment. With a day- 
wage payment system, however, these 
performances fall in naturally with the 
rest of the work, instead of being 
treated as exceptions. The rating of the 
men can be upon quality instead of quan- 
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tity, or upon a combination of the two 


desired. 
i Many of the difficulties encountered 


under other systems are eliminated. To 
a large extent, the tendency to high 
speed under the piece rate, and the diffi- 
culty arising out of its guarantee are 
minimized. The length of service and 
other factors can be taken into consider- 
ation in the rating of the employees. 
The transition from regular day rates 
to scientific day rates is much easier than 
a change to any of the incentive systems. 
It can proceed conveniently, without dif- 
ficulty or friction, either in the shop or 
in the pay office. 


Conclusions 


The discussion of the day-wage sys- 
tem concludes the series on systems of 
wage payment. As was set forth in 
the first article, the underlying idea 
rather than the form is the more impor- 
tant. No matter what the wage system, 





a) omneteeee eee fae. 


it must pay to the average worker at 
least the going wage for the type of 
work; in the case of an incentive sys- 
tem, where the worker is expected to 
produce more than the average, the 
wages must be above average. In any 
case, management and control is an all- 
important factor. Good management 
can often succeed regardless of the ac- 
tual form of wage payment. But that 
same good management can be strength- 
ened and preserved for the future by 
the adoption of the best possible meth- 
ods in its most important function—re- 
lations with the workers. Honesty in 
the use and administration of any sys- 
tem is, of course, an additional requisite 
for its success. 

The possible forms of payment have 
been examined in these articles in the 
light of their adaptability to varying 
conditions of production and the im- 
portant effect that those conditions have 
upon the selection of a method of pay- 
ment for a particular plant. 
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METHODS IN THE DISTRIBUTION OF SECURITIES 70 
INVESTORS BY AN ORIGINATING HOUSE 


HE Benton Company is a prom- 
inent originating and retailing in- 
vestment banking firm. During 

the fall of 1923, it purchased? three 
new issues of securities within a short 
period of time. It was necessary for 
the company to determine the method 
of distribution to be used for each. In 
the past it had used all the usual meth- 
ods of distributing an issue through 
other houses to the public, as well as 
through its own retail department. 


Description of Issues 


One of the new issues purchased was 
a $4,000,000 issue of the Mid-Moun- 
tain Power Company, which operated 
electric light and power properties in 
western Pennsylvania. Located in the 
company’s territory were many diver- 
sified industries including iron and steel 
works, anthracite coal mines, steel car 
works, automobile works, silk mills, and 
cement plants. The electric generating 





1 Lack of space prevents a discussion of “pur- 
chasing groups” and “banking groups”—methods 
of distributing the risk of purchase among several 
originating houses. 





















stations owned by the company had an 
aggregate capacity of 160,000 kilo. 
watts and were located within a few 
miles of a coal supply. The capacity of 
these stations had been increased con. 
stantly to meet the increasing demands 
for electrical service in their territory, 

The proceeds of the bonds were to 
be used to reimburse the company for 
capital expenditures incurred and to 
provide funds for new construction then 
in progress. They were secured by a 
first mortgage upon a substantial por- 
tion of the company’s property and by 
a second mortgage on the remainder, 
subject to $16,500,000 of outstanding 
bonds. Eleven million dollars par value 
of the current issue already was out- 
standing. Further issues under the mort- 
gage were restricted by a provision that 
additional bonds could be sold only up 
to 75% of the cost of constructed or 
acquired property, and only when earn- 
ings applicable to interest charges were 
twice total charges, including those on 
the proposed issue, during the preceding 
12 months. 

Earnings of the company were 4s 
given in Table I, below. 


TABLE I.—Mm-MountTAIN PowER COMPANY—EARNINGS, 1920-1923 



















12 Months ‘ Net Earnings 
Ended peveniee =| Wessun ase er 
August 31 a, Ss soa Depreciation) 
1920 $ 7,718,143 $5,407,274 $2,310,849 
1921 9,539,959 6,495,953 3103 5,006 
1922 11,479,754 7:579,982 3,899,772 
1923* 14,979,986 8,858,424 6,121,562 


















*Includes earnings. for the entire 12 months, of properties recently acquired by the company. 
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Annual interest charges as of August 
31, 1923, on all mortgage bonds out- 
standing, including the current issue, 
were $2,039,230. Depreciation of 
about $3,100,000 had been charged off 

uring 1923. 
a" ae were to be offered at 
99 and interest, to yield 6.07%. They 
had been purchased so that the total 
spread between the purchase price and 
public offering price was approximately 
314 points. 

The second block of bonds in ques- 
tion was a $25,000,000 issue of consol- 
idated mortgage bonds of the J. M. 
Morton Company, a large independent 
iron and steel manufacturer. About 
$40,000,000 of this issue were already 
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terial. The proceeds of these bonds 
were to be used to retire a bond issue of 
the Interstate Steel Company, recently 
acquired by the J. M. Morton Com- 
pany, and to replace a maturing issue of 
the latter company’s notes. The bonds 
were secured by a mortgage on the 
plants and raw-material properties of 
the company (including those of the In- 
terstate Steel Company) having a de- 
preciated book value of $265,000,000, 
subject to $101,500,000 of underlying 
bonds, of which $25,000,000 were 
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pledged under the indenture of this 
issue. 

Earnings of the J. M. Morton Com- 
pany were as given in Table II, below. 

Combined earnings of the J. M. 
Morton Company and the Interstate 
Steel Company during these eight years 
averaged 3.6 times the total interest 
charges on all funded indebtedness, in- 
cluding the current issue. During this 
period $65,500,000 of earnings had 
been paid in cash dividends by both 
companies, and $115,000,000 (after 
depreciation, depletion, and _ other 
charges) had been reinvested in the 
business. 

The bonds were to be offered at 93 
and interest, to yield over 6%. There 
was about 4.30 points gross spread. 

Finally, there were equipment trust 
certificates issued to the amount of 
$4,275,000 by the Middle States South- 
western Railroad. They represented 
slightly less than 80% of the cost of 
new standard railroad equipment to in- 
clude 6 Pacific passenger locomotives, 
30 light Mikado freight locomotives, 
500 55-ton steel underframe composite 
gondola cars, 1,000 55-ton steel under- 


frame composite hopper cars. The to- 
tal cost was to be $5,345,280. 
The Middle States Southwestern 


Railroad comprised a system of about 
1,500 miles of road, extending across 
the Middle states and connecting im- 


__ Taste II—J. M. Morton CompANY—EARNINGS, 1915-1922 


























iation, Available for 
Gross Sales Deplatien nese Taxes Interest 
1915 $146,513,795 $ 4,716,000 $20,105,409 
1916 216,284,556 14,350,786 47,366,524 
1917 298,929,531 17,911,641 36,067,719 
1918 448,410,808 31,510,366 25,678,403 
1919 281,641,908 12,566,152 24,875,066 
1920 274,431,236 13,041,514 22,410,039 
1921 147,794,353 6,002,715 19,751,962 
1922 | 131,866,111 6,499,189 13,294,524 
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portant western lines with lines to the 
Atlantic seaboard. The income avail- 
able for fixed charges for the seven 
years ended December 31, 1922, was 
twice the annual charges for that 
period. For the six months ended June 
30, 1923, such income amounted to 
$6,429,000, which was more than 3.5 
times fixed charges for the period. 

The certificates were to be offered at 
the following prices and yields: 


Tase III 


Muippte STATES SOUTHWESTERN RAILROAD 
—Pricres AND YIELDS OF TRUST 











CERTIFICATES 
Maturity Price a) 
August 1, 1924 99.76 5.25% 
August 1, 1925 99-44 5.307% 
August 1, 1926 99.04 5.35% 
August 1, 1927 98.58 5.4070 
August 1, 1928 98.27 5.407 
August 1, 1929 97-97 5.407% 
August 1, 1930 97-69 5.40% 
August 1, 1931 97-43 5.407% 
August 1, 1932 97.18 5.40% 
August 1, 1933 96.94 5.40% 
August 1, 1934 96.71 5.40% 
August 1, 1935 96.50 5.40% 
August 1, 1936 96.30 5.4070 
August 1, 1937 96.11 5.40% 
August 1, 1938 95.92 5.40% 





Accrued interest to be added in each case. 
The gross margin on this issue was about 244%. 


The Syndicate 


Among the general methods of dis- 
tribution possible for these three issues, 
the selling syndicate is the most com- 
mon. By this method the risk of pur- 





2 Underwriting, as the term was originally used 
in England, meant simply a guarantee of success 
for the issue—a form of insurance, with the pre- 
mium expressed as a number of points profit on the 
price of the security. There was no necessity 
(although there was the possibility of doing so 
upon favorable terms) for the underwriter to buy 
any of the bonds or stock for himself or for resale 
to others, except in so far as the issue remained 
unsold at the end of a specified period of time. 


108 HARVARD BUSINESS REVIEW 


chasing an issue from another company 
can be distributed among a number of 
other investment houses. In the case of 
large issues, or for a smaller issue 
which might appeal indifferently to jn. 
vestors and require a long period for 
sale, this method relieves the issuing 
house of the risk and expense involved 
in keeping its capital tied up for a long 
period. The old theory and purpose of 
underwriting * and the purpose of x. 
tual sale to investors may be achieved by 
this method. 

The issuing house, or small group of 
houses called the syndicate managers, 
makes up a participation list from the 
many retailers whose records it has on 
file and with whom it has had previous 
relations. A larger house, which may 
at other times also originate issues and 
with which relations are friendly and 
close, will be allotted large blocks in this 
list. 

In fulfilling the pure selling function 
of the syndicate, the retailer assumes 
liability for an amount of bonds equal 
to or larger than his participation; these 
he purchases and must sell. “Participa- 
tion” is only the amount to be guaran- 
teed, or underwritten, by each dealer 
and can theoretically be entirely sepa- 
rated from the number of bonds sold; 
but the total subscription for sale is not 
limited by the size of the participation. 
If the issue is a failure on account of 
many refusals of participation, each re- 
tailer is responsible for his accepted 
participation only—and not for other 





Today, in England, large insurance companies and 
investment trusts participate in underwriting 
agreements that expressly allow them to buy large 
blocks of the issue at a favorable price, eve 
though the issue is successful. This is particular!) 
advantageous to them in the case of a little-know®, 
low-priced issue, which comes into public favor # 
the end of a year or two at a heavy appreciation 
in price, when the bonds can be resold at 4 large 
profit. 











Ompany 
nber of 
case of 
r issue 
y to in 
iod for 
issuing 
volved 
a long 
pose of 
of ac. 
eved by 


roup of 
nagers, 
om the 
has on 
revious 
ch may 
les and 
ly and 


in this 


unction 
ssumes 
3 equal 
'; these 
rticipa- 
ruaran- 
dealer 
y sepa- 
s sold; 
} is not 
pation. 
unt of 
ach re- 
cepted 

other 


nies and 
rwriting 
uy large 
.e, even 
ticularly 


»- known, 
favor at 
reciation 

a large 





bonds left in the hands of the syndicate 
managers. Small retailers depend for 
their supply of bonds upon being in- 
cluded in this “‘syndicate list,” and since 
their continued position and reputation 
among issuers depend upon the prompt 
and complete acceptance of participa- 
tions, speed in offering and so making a 
quick survey of the issue’s success 
is facilitated for the offering house. 
The possession of a large amount of 
other bonds may often serve as an 
adequate excuse for nonparticipation. 
Where relations between houses are 
fairly close, a frank refusal may be ac- 
cepted. Very rarely, partial refusals 
are possible. An issuing house almost 
always intends (there are some notable 
exceptions) and is equipped to sell a 
portion of the bonds it is distributing, 
and is thus able to care for bonds left 
undistributed. The amount of partici- 
pation is determined from the records 
of past offerings and from a figure fur- 
nished as a general guide by the retailer, 
when he is first placed upon the lists, 
and revised from time to time. 

The total subscription, furthermore, 
is flexible in amount. A retailer’s in- 
dicated participation is considered as a 
minimum, and he is usually allowed to 
subscribe for an additional amount up 
to a reasonable limit, the point of rea- 
sonableness being the syndicate man- 
ager’s estimate of his financial standing 
and selling ability. Some of the effects 
of these extra subscriptions will be dis- 
cussed below. 

The retailer as a member of a syndi- 
cate has entered into a definite contract 
for the purchase of bonds, and the man- 


*In an older form of syndicate, now seldom 
used, syndicate liability for unsold bonds was de- 
termined in relation to the total issue, rather than 
to the individual subscriptions. Thus a participant 
who had sold all his bonds might still have to 


accept remaining bonds in proportion to his own 
subscription, 
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agers have definitely sold them; but 
there are many provisions in the con- 
tract which allow the managers to con- 
trol the methods by which the retailers 
dispose of the issue and by which the 
sale becomes partially provisional. 

One of these is a clause either ex- 
pressly allowing or prohibiting the in- 
terselling of bonds among members of 
the syndicate without direct reference to 
the syndicate manager. Where marked 
differences in the absorptive power of 
the market in different cities appear, it 
is advantageous to allow this transfer 
of bonds in the shortest possible time. 
It is accomplished at a specified reduc- 
tion in price. The inclusion of such a 
clause in syndicate agreements is fairly 
recent. 

Another group of clauses is aimed to 
prevent the selling of bonds by syndi- 
cate members to brokers who might im- 
mediately offer them for resale at a dis- 
count from the offering price and so de- 
press the market at a time when selling 
pressure is greatest. Part of the blame 
for this practice rests on the retailer, 
who feels obligated in many cases to ac- 
cept bonds for which he knows he has 
no real market, in order to maintain a 
good record of acceptances on the 
books of the issuing houses. They do 
this, not because issuing houses attempt 
to force bonds upon them, but rather 
because the practice of these houses is 
to seek out the weaker distributers and 
either reduce their allotments in the fu- 
ture or eliminate them from the syndi- 
cate list. Part of the blame arises from 
the general necessity inherent in the 
method of syndicate distribution of se- 
curing rapid sale for many successive 
issues. 

Unable to marshal enough capital to 
carry the bonds, retailers seek brokers 
who will accept large blocks of bonds, 
provided there is a discount. Resale at 
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a cut price by these dealers is necessarily 
harmful to the high-pressure, American 
method of sale which characterizes all 
our security distribution. Trouble arises 
when the issuing house discovers the 
bonds and traces them to the particular 
retailer to whom they were allotted; it 
usually makes this discovery in the reg- 
ular process of buying up all bonds of 
the issue which are offered below the 
offering price during the stated period 
of the syndicate, thus maintaining the 
‘“‘market”’ price very near to the offering 
price. For this purpose of supporting 
the market, it is advantageous to reduce 
the number of dealers offering the bonds 
to a minimum; or better, to have them 
listed on some exchange, so that the 
market condition can be kept well in 
hand without a constant “scouting” 
process to find small offerings and take 
them up. The discovered seller is al- 
ways penalized for his offense in one 
way or another. 

The variation of the practice known 
as “investment guaranteed” selling is 
also prohibited by large originating 
houses, some of which make special ef- 
forts to discover and punish the prac- 
tice. Under this arrangement the 
broker who buys the bonds agrees to re- 
sell them to investors only. If the bonds 
reappear on the market, he agrees to 
repurchase them, provided that the syn- 
dicate managers discover the bonds and 
force the retailer to rebuy them (this 
is a usual penalty for the practice; an- 
other is to reduce the profits of the syn- 
dicate returned to the member at fault). 
The prevalence of the whole difficulty is 
in direct ratio to the activity of the mar- 
ket—that is, the necessity of absorbing 
closely successive issues is a distinct bur- 
den upon retailers; if the number of 
issues appearing is moderate, there is 
very little trouble. 

It has been shown that a retailer is 
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often allowed to subscribe for adqj. 
tional bonds above his offered participa. 
tion. In a good market he may become 
overoptimistic and subscribe for a large 
block of bonds, partly because he be. 
lieves he can sell them and Partly be. 
cause he believes that other houses yj) 
also apply for large additional amounts 
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and that as a result he will merely re. is 0 
ceive a pro rata fraction of his applica. a le 
tion. Being disappointed in either of and 
these beliefs, he meets the difficulties sub 
outlined above. Trouble more often per 
arises from these causes than from the sinc 
fact that the dealer is unable to take his to. 
ordinary allotment: in the latter case he “fir 
will not long exist, for the house will gro 
either cut his participation amount or a 
remove him from its list. But the ten. the 
dency to oversubscription remains, being helc 
desired by both parties either to insure tran 
or increase the profit margin involved “ 
Firm Withdrawals dica 
In re 
Allied with this whole problem of him 
satisfactory distribution among retail tom 
dealers in a syndicate, but arising from ing 
another angle of it, is the practice of ular 
allowing “firm withdrawals.” Former- com 
ly, after the oversubscription of an issue amo 
by retailers, the practice was for the as t 
syndicate managers to allot the avail can 
able amount of bonds pro rata among T 
all the applicants; if the issue were then 
100% oversubscribed, dealers who had the 1 
applied for only 50% more than theit agre 
regular participation in accordance with JM the 
their estimate of the issue’s popularity ij — 
(whereas others had subscribed for a: 
200% more) would be forced to accept BS *low 
a reduction affecting their original par honda 
ticipation. This caused a great deal of BD cuent 
inconvenience and ill will among inve* od 
tors to whom it was impossible to de HM.;.:... 
liver the amount of bonds purchased. BM comm 


To remedy this recurring situation, ss gp *"r" 
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ing houses developed the practice of 
guaranteeing delivery on a stated per 
cent (ranging from 60% to 100% ) . of 
the participation—that is, “firm with- 
drawals” from the supply of bonds up 
to that amount. By doing this, the syn- 
dicate manager secures the good-will 
and better cooperation of dealers. He 
is obligated, on the other hand, to make 
a less wide-spread offering of the issue 
and to watch the amounts of additional 
subscriptions during the height of the 
period of distribution more closely, 
since he is under contractual obligations 
to deliver a certain amount of bonds 
“frm.” It is claimed that the rapid 
growth since the war of the inclusion of 
a “firm withdrawal” clause is partially 
the result of greater competition in the 
field of organization of issues by the en- 
trance of many new organizations into 
the field. 

For the retailer, this clause in a syn- 
dicate agreement is a distinct advantage 
in relieving him of uncertainty, allowing 
him to make definite sales to his cus- 
tomers in the shortest time, and reduc- 
ing the necessity of estimating the pop- 
ularity and selling appeal of a forth- 
coming issue as a means of setting the 
amount of his additional subscription so 
as to secure just the allotment that he 
can sell profitably. 

The syndicate form of distribution is, 
then, the most complicated as well as 
the most frequent. At the present time 
agreements are flexible and dynamic in 
the inclusion or exclusion of various 


ees 


‘By varying the percentage of participations 
allowed each “firm,” an issuing house may bind 
itself more or less closely to absolute delivery of 
bonds. A 100% clause—which occurs fairly fre- 
quently—means that subscriptions must coincide ex- 
actly with the amount of the issue and that re- 
‘allers will receive the exact amount of their par- 
“cipation; whereas a 60% or 80% clause—other 
oe igures—gives an opportunity for oversub- 

‘pton and pro-rata allotment in the 40% or 
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clauses. In its application the method 
is distinctively the outgrowth of Amer- 
ican investment methods. 


Other Methods of Distribution 


The second method of distribution is 
through a selling group. Selling groups 
are used on smaller issues in which the 
risk of unsuccessful distribution is con- 
sidered slight. This: situation exists 
usually when the bond ‘is especially at- 
tractive, when the bond market is 
strong, or when retailers have insufh- 
cient securities to supply the investment 
demand. Selling groups occasionally 
are used simply because the gross profit 
on the issue is insufficient to permit the 
formation of a syndicate, or in order to 
increase profit even when the margin 
would have permitted the formation of 
a syndicate (which arouses dissatisfac- 
tion among the retailers whose profit is 
correspondingly reduced). In a selling 
group no liability is assumed by the 
members. Applications for bonds are 
placed with the manager and are filled 
either in the order of receipt or by allot- 
ment, members being paid a single com- 
mission based on the confirmed allot- 
ment. It is possible for retailers in 
many cases to secure additional bonds 
above their allotment by immediate tel- 
ephone communication with the syndi- 
cate manager. The chief advantage of 
a selling group from the originator’s 
view-point is in its economy and sim- 
plicity. The disadvantage is that failure 





20% that is unrestricted. In the actual manage- 
ment of an issue, the syndicate manager will often 
be able to promise delivery on bonds which he 
does not possess, thus creating a temporary short 
interest; he meets these promises with bonds re- 
purchased in the process of supporting the pre- 
liminary market during the life of the syndicate, 
as described above. Occasionally, in a very large 
issue, this short interest may assume considerable 
proportions. 
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to distribute the issue completely forces 
the originator to assume the unallotted 
bonds. In general form it resembles 
closely the English methods of distribu- 
tion. 

The third method possible, the use of 
a wholesale group, is the least frequent. 
This method is used for the distribution 
of small issues, particularly serial bonds 
of which the dealers cannot be expected 
to accept allotments which do not in- 
clude bonds of all maturities. A whole- 
sale group is used to greatest advantage 
in the distribution of securities which 
sell quickly and for which the market is 
well defined, since the average allot- 
ment is generally larger than in a selling 
syndicate or a group. The advantage 
of a wholesale group, in addition to the 
fact that it permits complete allot- 
ments, is its simplicity. It usually is 
limited to less than 50 firms, so that 
approximately all the arrangements can 
be completed by telephone. 


The Methods Used by the Company 


The equipment trust certificates were 
obviously adapted to this last method of 
distribution. The type of security was 
very popular among investors, and other 
houses were almost always anxious for 
an opportunity to sell them. Further- 
more, they were issued serially, and it 
was easy to make a long-time connec- 
tion with a small group of houses which 
would carry the distribution through to 
a close. The company used the method 
of the wholesale group for this issue; 
there were 39 members who received a 
profit of 1% %. 

This method did not seem adaptable 
to the other two issues. The bonds pur- 
chased from the Mid-Mountain Power 
Company, as described above, were sub- 
ject to an underlying issue and were part 
of a previous larger block of bonds; the 
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provision requiring earnings to be twice 
total charges (an expected provision jn 
any case) before a further issue could 
be made was only applicable to the pre. 
ceding 12 months. However, investors 
favored the bonds of utility companies 
and the yield was sufficient to attrac 
them—factors which had narrowed the 
margin of gross profit for the Benton 
Company. 

The bonds of the J. M. Morton 
Company had several evident points of 
weakness from the standpoint of the 
investor. They were a direct first mort. 
gage upon no part of the property of 
the company; in case of any serious diff. 
culty, they would suffer severely. By 
using them to replace maturing notes, 
the company confessed a recent financial 
weakness which it had been unable to 
meet out of current earnings or accu 
mulated surplus. The pledge of $25, 
000,000 of the underlying bonds added 
little security for a period of real crisis. 
A consolidation was involved, the suc- 
cess of which could not definitely be esti- 
mated. 

Because of these weaknesses, the re- 
turn on the bonds was higher than on 
the public utility bonds, to include com- 
pensation for the greater risk involved. 
By a process made up not entirely o! 
this theoretical estimation of risk, but 
also with the tendency of the money 
market, prices and popularity of other 
similar recent issues, tax laws, comments 
from customers—the partners of the 
company had set the price at which the 
issue would be sold. But since, from 
the twofold desire of securing the money 
for the company upon the best possible 
terms and of making their own profit 
maximum, the price set might be higher 
than the estimate of many investors, the 
market for the issue had to be spre 
over as wide an area as possible in ordet 
to reach just that cross-section of cus 
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tomers whose judgment (or lack of it) 
coincided ® with that of the partners. 
Such a market could be secured by using 
2 comparatively large number of retail 
outlets in various cities. 

In order to perform its economic 
function of securing capital for industry 
at the lowest rate and with the least 
cost, it is necessary that the issuing 
house reduce its risk in carrying the 
‘ssue to the shortest possible time and 
the amount of capital tied up in the issue 
to a minimum. Hence the practice of 
speed and shifting of responsibility seem 
to be oustanding features of our invest- 
ment machinery.® 

But the issuing house must pay for 
this assumption of risk by other dealers, 
in the syndicate form. In a selling 
group, this cost is saved for the orig- 
inators. It was noted above that re- 
tailers dislike the “hogging” of the risk- 
compensation on a popular issue that is 
more certain of sale than those in which 
they are offered syndicate participation. 
But it would seem to be a legitimate 
profit for the issuing house and is a real 
point in favor of the use of the selling- 
group method. 

Another element of major importance 
in such a decision is the size of the issue, 


—_ 


*The theory of investment includes another ele- 
ment in the return on a given bond—the amount 
by which the investor and the banker err in their 
summacion of the pure interest return and the exact 
compensation for risk, being for the investor a 
reward or penalty for his ability or lack of ability 
in judging the conditions of the particular issue. 
see Dewing, Harvarp Business Review, Vol. 1, 


P. 451.) 

_"In a country such as ours, where the exploita- 
tion of natural resources and the intensive develop- 
ment of industrial and agricultural enterprises 


have proceeded at a more rapid pace than the in- 
Crease of surplus savings readily available for in- 
vestment, there has been the social necessity of 
drawing into industry savings from all pos- 
elena Our investment machinery thus has 
~ .. preps of pressure in its work- 
vol often compared unfavorably with En- 

» @ country which from the very start of the 
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the amounts of capital needed. At one 
time the house may be able to borrow, 
get help from associates, or be without 
an accumulation of other issues that 
sold poorly; at another time all these 
conditions may be reversed. 

Here, the company would have been 
just able to divert the necessary capital 
to carrying the Morton Company bonds 
under the selling-group arrangement, 
but to do so would be unwise in view of 
the possibility of turning over the same 
capital again in another issue if it were 
released quickly. The use of the syn- 
dicate would, therefore, accomplish this 
release. 

The utility bonds, on the other hand, 
absorbed only % the amount of capital 
and were even more certain of a ready 
sale from which the profit could largely 
go to the Benton Company. This ele- 
ment of the use of capital, then, clearly 
favored the use of a selling group for 
the utility bonds and of a syndicate for 
the Morton bonds. 

The company followed this proce- 
dure in its adoption of methods of dis- 
tribution. Both steps were clearly wise 
in view of the factors involved. For 
the Morton Company bonds a syndicate 
of 700 members was formed, with a 





Industrial Revolution was a creditor nation, having 
an annual volume of surplus savings that sur- 
passed its own needs. Wisdom to direct the course 
of these savings into wise investment was needed 
rather than ingenuity and speed in bringing them 
out of hiding places into industry. Any strict com- 
parison is thus impossible; each system has been 
especially adapted to the needs of each case. 

The English method emphasizes the independence 
of the investor, placing the broker in a largely ad- 
visory capacity—which is a really important func- 
tion. The former is not solicited by salesmen, and 
the advice he receives in the financial press is very 
critical and often unfavorable to new issues. Aside 
from the activities of the great issuing houses in 
guaranteeing foreign loans, a large proportion of in- 
dustrial issues are floated by companies themselves, 
with no provision for underwriting, with a bank as 
fiscal agent, and with the brokers acting mere- 
ly as selling intermediaries for a small commission. 
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participation profit of 3%, a selling 
commission to members of 114%, and 
additional commission on over-sales of 


SUCCESSFUL DISTRIBUTION THROUGH EXCLUsIyp 
WHOLESALERS 


6 Rion Stewart Companv, until the 
year 1921, had been a wholesale 
distributer to the retail drug trade in a 
middle-western territory. During that 
year the scope of the business was con- 
siderably broadened by a decision of the 
management to concentrate on the man- 
ufacture and importation of a small 
group of items, which it proposed to 
distribute nationally to the drug and 
smallwares trades. It was planned to 
select a group of leading wholesalers, 
who would be given exclusive selling 
privileges within assigned territories. 


Difficulties in the Plan 


In attempting this method of distri- 
bution, the Stewart Company faced cer- 
tain difficulties. Since it proposed to 
advertise its products on a_ national 
scale, it encountered the problem of at- 
taining, through exclusive wholesalers, 
the thorough retail distribution needed 
to support properly a national adver- 
tising campaign. When a convenience 
article is nationally advertised, it is pri- 
marily important that it be made avail- 
able to the consumer at every desirable 
retail outlet. Yet it is hardly to be ex- 
pected that any individual wholesaler 
will number among his regular custo- 
mers the entire list of desirable retailers 
within his territory. To the extent that 
he falls short of this attainment, reli- 
ance on him as the sole distributer with- 
in the territory results in wasted adver- 
tising effort and loss of customers’ 
good-will. 
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2%. The selling group for the utility 
bonds included 100 members, with ; 
commission of 21%4%. 


The manufacturer encounters anothe: 
difficulty in that the wholesaler’s sales 
man is obviously not in a position to 
devote more than a small Proportion 
of his time or effort to the sale of any 
one brand. In either the drug or smal. 
wares line the wholesaler’s salesman ha 
hundreds of items, each of which must 
receive a proportionate share of his 
time; and in many instances he has 
similar products selling under his ow 
brand, which he feels are entitled to his 
first consideration. These create a di 
rect conflict of interests, which cannot 
fail to injure the sale of the nationally 
advertised article. 

By giving the wholesaler the excu- 
sive selling privilege within a territory, 
the manufacturer removes the stimulus 
of competition for the potential mar 
ket. And, by depriving other wholesal 
ers of the right to handle his products, 
he encourages substitution on their part 
of other merchandise to compete for 
the business. He gives them cause to 
attack his products among the retail 
trade and to tempt the retailer by offer 
ing larger margins on the substitutions 

In the matter of maintenance of tt 
serve stock he places the reliance of al 
the retailers on the discretion of a singlé 
wholesaler. An error in judgment maj 
mean a complete shortage in an entift 
territory. Or the wholesaler may g0” 
the other extreme and, in an excess ° 
enthusiasm as to the potential sales 
overstock the entire territory. 

In relying on a single distributer, th 
manufacturer further concentrates lis 
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risk. Financial embarrassment of the 
wholesaler or a decision on his part to 
sever the relationship would leave the 
manufacturer in a difficult position. The 
wholesaler, being the point of contact 
with the trade, is in a position to in- 
fuence retailers away from the use of 
the manufacturer’s products. Rebuild- 


the utility 


rs, With a 


JSIVE 


TS another ing the trade lost in this way, whether 
ler’s sales. by a new wholesaler or by direct sell- 
sition to ing, is a slow and costly process. By 


the same token, the wholesaler is plac- 


Proportion epee 
ale of am ing his risk in a single manufacturer, in 
r or small that he may lose the right to distribute 
esman has those products at any time and will then 
hich must be unable to furnish his customers with 
re of his the goods they desire. 

»s he has Reliance on wholesale distributers re- 
r his own moves the manufacturer by one step 
tled to his from contact with the trade with its 
eate a di complaints and requirements. Natu- 
ch cannot rally, the same control cannot be exer- 


cised over a group of wholesalers’ sales- 
men that would be possible over one’s 
own. Enthusiasm is likely to be weak- 
ened as it passes down the line. It is 
more dificult to obtain efficient mer- 
chandising of the manufacturer’s prod- 
ucts. Wholesale salesmen, requiring a 
certain versatility to sell such a wide va- 
riety of products, cannot be expected to 
develop the specialized selling ability 
which would be possible in the case of 


nationally 


the exclu: 
territory, 
e stimulus 
ntial mar: 
wholesal- 
products, 
their part 
npete for 


1 cause to 
the retail manufacturers’ salesmen. 
r by offer There is the added difficulty of deter- 


mining an equitable division of over- 
lapping territories. This offers a pos- 
sible source of friction which renders 


“o. cooperation exceedingly diff- 
cult. 


stitutions. 
nce of te 
nee of all 
of a single 


ment maj 

an entife For the manufacturer who can over- 
may got come or minimize these disadvantages, 
excess of fame ‘Mere are certain real advantages of dis- 


tribution through selected wholesalers. 
The interested support and intelligent 
cooperation of a wholesaler, who knows 
that he is to be protected within a terri- 


ial sales, 
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tory, should mean an intensive develop- 
ment of the potential market. The ex- 
clusive selling rights of a well-known 
brand of merchandise can serve the 
wholesaler as a means of entrée to new 
accounts, which he had formerly been 
unable to acquire. 

A better relationship is possible in 
that the interests of the manufacturer 
and wholesaler become more in common. 


_The obvious dependence of each on the 


other makes for greater stability in this 
relationship. The manufacturer is thus 
enabled to exert a better control over 
the distribution of stock. He can give 
the retailer better service by assuring 
him of a reserve stock at all times within 
his own territory. 

This type of distribution offers an op- 
portunity for lowered selling expense. 
It is obvious that a wholesaler, with his 
variety of items, can sell a larger bill to 
each retailer and, therefore, reduce the 
unit selling expense. Shipping troubles 
should be reduced because of the re- 
duced number of shipments, and ship- 
ping expense should be lowered because 
of the increased size of the average 
shipment. Credit risks and loss from 
bad debts can be minimized by the re- 
duction in the number of accounts and 
the careful selection of the most reliable 
wholesalers. Profit margins can be bet- 
ter protected by the elimination of price- 
cutting among wholesalers—a condition 
which should stabilize prices and pro- 
tect the interests of all concerned. 


Overcoming Disadvantages in Practice 


The theory is frequently expressed 
that the disadvantages of distributing 
a nationally advertised convenience item 
through selected wholesalers are so 
great as to render it inadvisable. In 
the light of this theory, the experience 
of the Stewart Company offers ground 
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for controversy. In the first place, it 
was decided to select the very best 
wholesaler in each territory. As an in- 
ducement, an intensive advertising cam- 
paign, concentrated on one of the prod- 
ucts, was launched in each territory. 
The desired wholesalers were shown 
that it would be distinctly to their ad- 
vantage to realize on the results of the 
advertising, for which the manufacturer 
was paying. 

As a result of the advertising cam- 
paign and the inducement of exclusive 
selling privileges, a group of exception- 
ally high-grade wholesalers was assem- 
bled. Each was assigned an exclusive 
territory with the single proviso that the 
manufacturer reserve the right to deal 
direct with all chain-store organizations 
whose sales exceeded a million dollars 
a year. 

After a year’s association with the 
company’s line, the wholesalers were 
asked to take a definite annual quota 
of the Stewart products. This quota 
was to be based on the percentage of 
native whites living in each territory. 
For example, for every 1,000,000 na- 
tive whites within a designated terri- 
tory, a quota of 200 gross of hair nets 
was assigned to the wholesaler respon- 
sible for that territory. In the case of 
Massachusetts, which has 2,725,000 na- 
tive whites, the total quota for the state 
was $45 gross. 

This quota basis was employed for 
a year, and at the end of that time it 
was thought desirable to revise the 
method of determining the quota. It 
was felt that mere numbers of people 
did not furnish a fair index—that the 
2,000,000 native whites in Massachu- 
setts had a much higher purchasing pow- 
er than the same number in Alabama. 
An index of purchasing power was con- 
structed and was used as an adjustment 
factor in resetting the quotas, 
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This index was a composite of four 
factors: 


1. The percentage of the combined circy. 
lation of the Curtis publications in each dis. 
trict to their total circulation in the country; 


2. The percentage of the total income tax 
returns of the United States from each dis. 
trict; 

3. The percentage of Stewart Company 
business done in the district; 


4 The percentage of the total business of 
six manufacturing firms! done in the dis 
trict. 


The average of these four percen. 
tages, as determined for each district, 
was divided by the percentage of the 
country’s native whites in that district. 
The result of this ratio was the adjust- 
ment factor by which the old quota was 
multiplied to obtain the new quota. For 
example, in the case of Massachusetts, 
which was found on the old basis to 
have a quota of 545 gross of hair nets, 
the following figures were compiled: 


Massachusetts 


Sales of the six companies in 

80G3 ..cc«eennheeene 3.96% 
Stewart Company sales in 1923 2.88 
Combined Curtis circulation in 

r MPP eT eee 4.64 


Income tax returns.......... 5.84 





Average or per cent of buying 


PP ee Pee 4.28% 
Peative whites < «is kcstwhess 3.36 
4.28 
Buying Power Ratio: —— = 1.27 
3.36 
Old Quota New Quota 
Native whites 2,725,000 2,725,000 
Buying-power index 100 127 
Quota (200 gross per 
million native whites) 545 692 





1The six companies are: Wm. Wrigley J* 
Company, Colgate and Company, Eastman Kodak 
Company, Eversharp Pencil Company, Fuller Brush 
Company, “Stewart Company,” 
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The results obtained in 1922, the first 
vear under the quota plan of operation, 
were considerably less than 100% ac- 
complishment. The management did 
not, however, lower its quotas for 1923. 
The second year’s results showed dis- 
tinct improvement; many of the distrib- 
uters exceeded their quotas by a com- 
fortable margin and the average was 
materially higher. Until January, 1924, 
the accomplishment had been measured 
in terms of “volume of goods pur- 
chased” by the distributer. But in that 
month the measurement was changed to 
the “volume of sales to the retail 
trade.” 

The Stewart Company has found 
that, although at first a number of dis- 
tributers refused to sell under the quota 
plan, all have since been converted and 
at present the entire group is cooperat- 
ing in its operation. It has been found, 
further, that despite the predictions that 
it would be impossible to obtain ade- 
quate retail distribution through selected 
wholesalers, it is now estimated that 
among the drug and dry-goods retail- 
ers, 85% distribution has been achieved 
on one item, 80% on another, and 75% 
on the third of its three most important 
items.” 


“This calculation is based on the total number 
of retail outlets of each type rated over $1,000. 
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As a means of maintaining the 
proper relationship with its distributers, 
the Stewart Company has inaugurated 
an annual convention of wholesalers’ 
executives. The methods of determin- 
ing the quotas, the presentation of sta- 
tistics of past performances, the award- 
ing of prizes for best performances, 
and the submitting of new merchandis- 
ing ideas by the sales promotion depart- 
ment of the manufacturer, are all in- 
cluded in the schedule of the conven- 
tion. In addition to the executives’ 
convention, three regional conventions 
of their salesmen are assembled. The 
wholesalers bear the expense of send- 
ing their men, and the manufacturer 
undertakes to instruct them in concrete 
merchandising methods in the sale of 
Stewart products. 

The results obtained up to the pres- 
ent time have led the Stewart Company 
to the conclusion that distribution 
through exclusive wholesalers is pos- 
sible and can be made profitable if 
planned intelligently. It would appear 
from their experience that the disad- 
vantages of this method can, by the ex- 
ercise of great care in selection and 
equal skill in the maintenance of the 
relationship, be so minimized as to 
make this method of distribution both 
pleasant and profitable. 


SPECIALIZATION BY A SMALL INVESTMENT 
BANKING HOUSE 


ARD and McAlpin is a small in- 

_ vestment banking firm located in 
a fair-sized city, with capital of about 
$400,000. It does both an originating 
and a retailing business in bonds; about 
75% of the bonds which it originates 
are sold through its own salesmen. Up 
to several years ago, street-railway 
bonds had been predominant among the 


issues of the firm, although there had 
been no specialization. The partners 
became convinced that a decline in the 
investment value of street-railway bonds 
was imminent and decided to discontinue 
buying them. Accordingly, street-rail- 
way bonds already sold were exchanged, 
in large part, for other bonds and dis- 
posed of as rapidly as possible. 
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It then became necessary to decide 
what type or types of bond should be 
originated to form the major part of 
the company’s underwriting. Since this 
was a firm selling a very large part of 
its own underwritings, the decision 
would have a very vital effect upon the 
future development and stability of the 
business. The partners were convinced 
that to establish the firm as specialized 
bankers in the bonds of electric light, 
power, and gas* companies would pro- 
vide the basis of strength for future 
growth. But there was a large group 
among the firm’s customers with whom 
safety was a prime requisite. State and 
municipal bonds would furnish this ele- 
ment of safety; although the margin of 
profit was small, the origination of these 
bonds rested upon a mechanical basis 
and would leave the partners free to de- 
velop the power bonds as the main in- 
terest of the firm. To use both these 
types would be essentially specialization, 
with the second type—namely, state and 
municipal issues—utilized merely to sat- 
isfy certain customers and to allow a 
constantly efficient use of capital. Of 
course, the firm would continue to take 
small participations in selling syndicates 
arranged by certain large originating 
firms in order to increase the assort- 
ment of bonds required to meet special 
needs of customers. 


Analysis of Specialization 


It was believed that the firm which 
concentrated in electric light and power 
bonds and acquired the prestige that 
comes to the specialist in any activity 
would have the best opportunity of 
profit from this demand for capital. 
Through its intimate knowledge of the 
industry, such a firm could ascertain 





1 Gas bonds were included because of close as- 
sociation with light and power companies. 


which of the existing companies needed 
more money for expansion, which con. 
solidations were possible and advisable 
and where new companies could }. 
started and operated successfully, Light, 
power, and gas companies in need of 
capital, and promoters and engineers 
considering the construction of a new 
plant, tend to come to a firm of special. 
ists because they can secure capital on 
the least burdensome terms and can 
avoid the mistakes which less experi 
enced firms may make. The firm’s cus. 
tomers would become used to buying 
light and power bonds, so that the bonds 
would be sold largely for permanent in. 
vestment and would not be offered in 
the market in such quantities as to make 
subsequent financing difficult. 

Specialists are better equipped to pro. 
tect their customers than the firm which 
brings out issues of various types. A 
small firm is able to keep in touch not 
only with its own companies, but also 
with fundamental conditions in the in- 
dustry in general. It cannot do this if 
it is selling railway, public utility, and 
industrial bonds. A firm with many 
partners and an elaborate statistical or- 
ganization might find this possible, but 
it is unprofitable for firms the size of 
Ward and McAlpin. Not only can the 
specialist firm protect its customers more 
adequately after the securities are sold, 
but for the same reasons it can buy more 
intelligently and thereby reduce its own 
risk. 

The specialist firm, however, oper: 
ates under disadvantages. Opportun- 
ties to purchase desirable issues come 
less frequently because of the restricted 
scope which is allowed for its financing. 
This necessitates less exacting require 
ments for the bonds to be purchased if 
capital is to be fully employed. Unfe 
vorable developments in the particular 
industry in which the firm specializes af- 
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fect the value of all the securities it has 
sponsored in the past. Under these con- 
ditions, the maintenance of a satisfac- 
tory market for its bonds (a prime 
requisite for lasting success) may at 
times become impossible. Defaults in 
interest payment on issues which the firm 
had originated are likely to occur in the 
same years. Even one such default is 
troublesome, since it necessitates the for- 
mation of bondholders’ committees, with 
consequent legal and auditing expenses, 
for the protection of its customers. 
Firms which are interested in several 
types of investment have the advantage 
of diversification of risks, and their dif- 
ficulties usually do not come together. 
A diversified list of investments is essen- 
tial to the development of a permanent 
list of customers, since the same type of 
security does not appeal to all classes of 
investors nor to the same investor at all 
times. A firm which specializes in elec- 
tric light, power, and gas bonds is forced 
to provide its customers with other 
types of securities through participation 
in selling syndicates or by trading with 
firms which possess the type of bond de- 
sired. In issues which the firm acquires 
through such participation in selling 
syndicates, it gains only the selling profit, 
whereas several points additional profit 
may be made if it originates the bonds. 
(The trading profit amounts to from 
% to %%.) 

The Sponsors of the specialization 
suggestions in this company, however, 
maintained that the objections to the 
plan did not apply to a small firm re- 
taining most of the bonds purchased. 
Since Ward and McAlpin retails about 
75% of the bonds it originates, it 
is not possible for its capital to be 
turned so rapidly as that of a firm which 
retails only a few of its purchases. 
Small firms do not as a rule borrow on 
unsecured notes (except in easy money 
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markets, and then in small quantities) 
but on collateral only. Thus the com- 
pany did not increase the volume of its 
capital to any great extent by borrow- 
ing. About 75% of the capital which 
Ward and McAlpin expends in the pur- 
chase of issues is not available again un- 
til the bonds are sold to the public. It, 
therefore, cannot be used as soon to pur- 
chase another issue as when the entire 
issue of bonds is sold immediately to a 
selling syndicate. Although Ward and 
McAlpin’s capital can be turned only 
once while the originating firm is turn- 
ing its capital two or three times, the 
retailing profit is usually 5 points, com- 
pared with 2 points realized by the 
wholesalers. The percentage of profit, 
therefore, is not greatly different. Since 
the retailing firm originates less fre- 
quently than wholesalers of equal cap- 
ital, it can employ its funds to the full 
extent even though it confines its pur- 
chases to one type of bond. 

The old adage that every generaliza- 
tion has exceptions applies well to con- 
clusions drawn concerning particular 
securities. Such general conclusions, 
however, had to be drawn in order to 
make a decision in this case. The de- 
cision involved consideration of several 
classes of securities: United States Gov- 
ernment, foreign government, railroad, 
real estate mortgage, and state and mu- 
nicipal bonds. 

Industriai securities, bonds of manu- 
facturing and trading enterprises, would 
seem to be an obvious field for special- 
ization. There are many small-sized 
firms which from time to time desire to 
finance really sound expansion through 
a bond issue; many investment banking 
houses have been successful in flotations 
of this character. But the amount of 
investigation required is usually larger, 
requisites for success vary widely be- 
tween different firms, and the exigencies 
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of competition affect the stability of both 
earnings and security. A small company 
is often more unable than a large one 
to withstand minor changes in technical 
method or the depression phases of the 
business cycle by the very fact that its 
reserves are less. Such small firms 
would have to be the field of Ward and 
McAlpin, with its limited capital. As 
compared with power securities of pub- 
licly regulated monopolistic companies, 
small industrial companies operate un- 
der the handicaps of nation-wide com- 
petition, the greater importance of 
managerial policies, and the wide fluctu- 
ation of earnings (even in the soundest 
companies). 

United States Government bonds 
could be adopted as a field for special- 
ization, but the profit on these bonds is 
small and unless great volume‘ can be 
handled, they are not suitable for a 
house such as Ward and McAlpin. 
Moreover these issues are originated in 
such large amounts that the capital of 
the firm would be insufficient to handle 
them. 

The return on foreign government 
bonds is adequate, but the size of these 
issues also is generally so large that 
Ward and McAlpin would be unable to 
originate them. They require more sell- 
ing effort, since this country has only re- 
cently become a large market for for- 
eign issues. Canadian provincial and 
municipal bonds offer a possible field, 
subject to two serious objections: (1) 
there has been recently a certain amount 
of overexpansion in some parts of Can- 
ada; and (2) Canadian bankers and 
investors seem willing, a good deal of 
the time, to pay higher prices for these 
securities than American bankers and in- 
vestors are willing, or probably able, to 
pay. 

Original issues of steam railroad 
bonds are handled almost entirely by 


two or three large wholesale bankers 
Such firms act as financial sponsors hee 
the leading railroad systems and thei: 
relations are usually continuous and cop. 
fidential. 

Some advantages are to be gained by 
specializing in the original purchase and 
sale of real estate mortgage bonds. 
Many of these issues are of reasonable 
size, have a good degree of safety if 
properly chosen, and are relatively easy 
to obtain. Freedom from state and 
local taxes in certain states recommends 
them to investors there located. One 
investment banking house deals exclu- 
sively in real estate mortgages and ad. 
vertises that it has never lost a dollar 
of interest or principal for its customers. 
The security of these bonds is local: it 
is affected by constant changes in neigh. 
borhood values, in the market value of 
the site, the depreciation of the build. 
ing, and its use. Hence, these bonds 
do not have wide popularity and conse- 
quently have a limited degree of mar- 
ketability which results in a wide spread 
between bid and asked prices. This 
class of bonds was believed by the part- 
ners to be ill-adapted to their clientele. 


Value of State and Municipal Issues 


State and municipal bonds have sev- 
eral distinct characteristics which recom- 
mended them to this firm at the time the 
decision was made. It was known, of 
course, that their reputation for safety 
would be important to a large group of 
the small customers of the company. It 
would be easier to sell them to investors 
merely because of familiarity. As 4 
class they have become standardized 
and their freedom from federal income 
taxes recommends them particularly t0 
large investors. x 

The losses incurred through default 
of state and municipal bonds nearly all 
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red in the earlier history of the 
country. In late years, their record over 
comparable periods of time has been 
better than that of power bonds, mea- 
suring this record by the test of final loss 
to investors. In case of the default of 
frst mortgage bonds of electric light, 
power, and gas companies, receivership 
followed by reorganization results, with 
or without foreclosure. New securities 
are often exchanged for the original 
ones, with possibly an assessment for 
new cash. State and municipal bonds 
are public securities based on the full 
faith and credit of the people and are 
payable out of taxes from all assessable 
property within the community. In case 
of default on city bonds, suit to estab- 
lish a claim and to ask for a writ of 
mandamus ordering a levy of taxes to 
pay the judgment is the usual remedy 
(this action varies among the states). 
In case of a default of state bonds 
holders cannot, of course, bring suit 
against the defaulting state,? but their 
recent reputation for safety is even 
greater than that of municipals. 

It was noted above that Ward and 
McAlpin used collateral loans almost 
entirely in carrying their securities prior 
to final sale. The probable margin re- 
quired in such loans for power bonds 
would be 20%, on other classes of secu- 
rities greater, while for state and mu- 
nicipal bonds it ranges between 10 and 
15%. Obviously the firm could carry 
more state and municipals with a given 
amount of capital than any other class 
of bonds. 

The seemingly large disparity be- 
tween the profit realized in power secu- 


occur 


*The Eleventh Amendment to the Constitution 


forbids the bringing of a suit against a sovereign 
‘tate without its own consent, except by another 


state, 


8 
Hn Massachusetts, and one or two other states, 
unlity bonds are sold through competitive bids. 
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rities and that in state and municipal 
bonds is reduced by the fact that the 
unit of sales could be made larger and 
sales resistance lessened for the latter. 
Moreover, buying expenses for state 
and municipal bonds are small; owing 
to the standardization of these securi- 
ties, expenses are limited to a share of 
office overhead, cost of legal opinion, 
and interest on money deposited with 
each bid (usually 2% of the value of 
the issue bid for). For other classes of 
securities there are the heavier expenses 
of expert engineering examinations, 
legal corporate examinations, and sta- 
tistical information. 

Besides these factors of selling re- 
sistance and expense, there is a third im- 
portant element which affects the turn- 
over of the firm (and hence its profit). 
This is the ease with which issues of 
each type are secured. In state and mu- 
nicipal bonds, sales are made by com- 
petitive bids. The process has become 
standardized, so that a bid can be made 
with remarkable accuracy. But for light 
and power bonds, a large degree of skill 
and managerial ability is involved in ob- 
taining satisfactory issues, in building 
ip permanent relations with many scat- 
tered companies, and in maintaining re- 
lations with promoters and engineers.® 
The fact that a few large holding com- 
panies control many small units over 
certain areas of the country increases the 
difficulty. As years go by, constant 
alertness and careful choice of securities 
will produce the desired permanence of 
relationship, but for some time it would 
be difficult to insure even a fairly steady 
supply of such issues. The use of state 
and municipal issues supplements the 
weakness of power bonds in this respect. 


Conclusion 


Specialization in one type of bond 
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was particularly suitable to this small 
firm, which retailed a large percentage 
of the bonds which it originated and 
which desired to build up a permanent 
clientele by means of a high reputation 
in a particular line. The double basis 
upon which the company decided to rest 
its future business was in reality special- 
ization upon light and power bonds. 
State and municipal issues involved less 
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expense in origination, were subject to 
less sales resistance from customers 
and were easier to obtain in a steady 
volume. Thus, while the energies of 
the partners could be directed toward 
building a sound foundation for reputa- 
tion in the field chosen, the second type 
of issue used would supplement efe. 
tively this work, especially in the earlier 
years. 
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Gerstenberg, C. W. FINANCIAL ORGANIZA- 
tion AND MANAGEMENT. New York: 
Prentice-Hall, Inc., 1924. 721 pp. $5. 


Industrial society of the present time 
has furnished the groundwork and ma- 
terial for the great collection of prin- 
ciples and theories surrounding corpo- 
rate organization and finance—a study 
that “vigorously pursued, can be trusted 
as a modern substitute for some of the 
college mathematics, logic, and philos- 
ophy of a generation ago.” 

Mr. Gerstenberg sets this forth as a 
possible use and purpose of his book, 
Financial Organization and Manage- 
ment, which embodies his own course 
in corporation finance as he has given 
it at New York University in recent 
years. The adoption of such a purpose 
would lay upon the content of the book 
a rather heavy burden, and would set 
up a standard of judgment that is rather 
more intangible than can well be ap- 
plied to the majority of business books. 
A study so essentially practical, dy- 
namic, immediate in its relation to our 
lives, is probably far better fitted to its 
present place as a specialized subject in 
specialized schools, whose students seek 
a practical working knowledge of our 
economic society. In this light a text 
on the subject treated in this book can 
most wisely be judged. 

By this test the book is really valu- 
able and compares favorably with the 
work of the few other men in the coun- 
try who may be regarded as authorities 
In this subject. Moreover, there is a 
conscious concession in the mode of 
treatment to the needs of the business 
man in the great quantity of specific ref- 
erences throughout the book. Many of 
the graphic illustrations are included for 


REVIEWS OF BUSINESS LITERATURE 


the same reason. The twofold purpose 
of providing a text for students and 
reference material for business men is 
well accomplished, a purpose that is 
really a necessity for success in present- 
day business books. The structure of 
the book follows in general the chrono- 
logical order of typical phases in a com- 
pany’s history—promotion, forms and 
organization, the acquiring of capital, 
control of income, expansion, and 
failure. The chapter on the form of or- 
ganization known as the Massachusetts 
Trust is excellent, showing its anomalous 
place under the laws of most states, and 
its particular adaptation to certain enter- 
prises. A chapter is included which 
sums up the relative positions of the 
various forms of organization with 
special emphasis on the influence of tax 
laws in each case. 

The treatment of mortgages begins 
with an excellent analysis of the nature 
of the specific clauses in the ordinary 
mortgage and goes through the many 
variations in priority and security in use 
today and the restrictions laid upon com- 
panies in the contraction of debt; con- 
version, refunding, and redemption of 
bonds each have separate chapters. The 
whole discussion here is clear and com- 
prehensive—easily the best part of the 
book. 

The discussion of surplus and divi- 
dend policies and intercorporate control 
through leases are two later chapters 
that are well done. The author wisely 
reduces the amount of space devoted to 
the anti-trust laws and their interpreta- 
tion, as compared to older texts on this 
subject. 

Without additional discussion and 
elaboration from other sources, certain 
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portions of the book would be of dubi- 
ous value. There occasionally is a lack 
of proportion in the treatment of more 
complicated questions as compared with 
elementary matters. Constant use of 
subheadings probably contributes to this 
tendency, making all paragraphs ap- 
pear of equal importance and not allow- 
ing expansion in treatment where it is 
needed. Failure and reorganization— 
the last general division of the subject 
—is one place where this is especially 
noticeable. Not only is this subject 
most interesting, but it is the most com- 
plicated and capable of the most varia- 
tions in actual practice of all the phases 
of corporate history, and, therefore, the 
most difficult. In a well-balanced gen- 
eral treatment, these chapters deserve 
far more space, especially in the light 
of the additions to our experience and 
knowledge in 1920 and 1921. 


Rietz, H. L., editor; Carver, H. C.; Cra- 
thorne, A. R.; Crum, W. L.; Glover, 
J. W.; Huntington, E. V.; Kelley, T. L.; 
Persons, W. M., and Young, A. A. Hanp- 
BOOK OF MATHEMATICAL STATISTICS. 
Boston: Houghton Mifflin Co., 1924. 221 


pp. $4. 


The 12 compactly written chapters of 
this reference manual will be recognized 
as authoritative, and the practicing stat- 
istician in any of the major fields of 
inquiry will find it a useful addition to 
his working tools. Its very virtues of 
succinctness and compactness, however, 
make it unsuitable as an introductory 
text for the beginner; on the other hand 
also, it does not attempt to cover every 
question of broad statistical procedure 
in any given field. The authors have 
avowedly chosen rather to confine their 
discussions to the second of “the three 
mainstays in any statistical investiga- 
tion,” namely, the mathematical analy- 
sis of data already collected. They 
have purposely omitted everything ex- 


cept incidental or illustrative references 
relating to two equally important stages: 
the collection of the data which are 
to be analyzed, and the interpreta. 
tion of the statistical results obtained by 
means of analysis; this is done in both 
cases on the ground that these steps 
raise problems which differ so markedly 
in different fields, that is, in economics 
and education, as to make impossible a 
generalized discussion, such as is actual. 
ly undertaken for the specific second 
stage. 

The nine authors are indeed well 
qualified for such a discussion, having 
their major statistical interests in such 
diverse fields of work as economics, 
education, mathematics, engineering, 
and insurance. The title page lists them 
as members of the committee on the 
mathematical analysis of statistics of the 
National Research Council, and it is 
stated that all royalties from the book 
are to go to the Council for further 
work in the field of mathematical sta- 
tistics. It is also worthy of note— 
though nowhere in the book is mention 
made of the fact—that practically all 
the authors are either fellows or mem- 
bers of the American Statistical Asso- 
ciation, and readers of the association's 
Journal will recognize among them dis- 
tinguished contributors to its columns. 
In fact, the present volume is doubtless 
partially due to recommendations sub- 
mitted to the directors of the associa- 
tion at a meeting some two years 2g0. 
At any rate, the following excerpt from 
a summary of the aims then outlined 
should afford a good criterion for 4 
work of this character:? 


The committee’s first effort was to dete 
mine the specific form that final action should 
take to be of real service to the statistic 
profession. 





1 Journal of the American Statistical Associate” 
vol. xviii, p. 522. 
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and practicing statisticians appeared 
a an chesieies and rather detailed 
outline of principles and practice in the ele- 
mentary and intermediate rather than the 
advanced ranges of statistical science. 

With the problem thus newly defined, the 
committee then undertook to survey in a gen- 
eral way the existing statistical treatises and 
text-books in English. This survey indicated 
the existence of many excellent elementary 
and advanced texts, and of many valuable 
treatises on special statistical applications. 
There appeared, however, to be a distinct lack 
of what might be called intermediate texts, 
representing the dividing line between the 
skill of the statistical specialist and that 
knowledge of statistical principles and prac- 
tice which should be the common property of 
all well-trained statisticians. 

A further study of the question indicated 
rather clearly that this series could not be ex- 
pected to replace text-books prepared for pur- 
poses of instruction in colleges and universi- 
ties, nor could it be expected to replace ad- 
vanced treatises on statistical methods and 
statistical applications. It seemed clear that 
the proposed texts should be designed pri- 
marily for reference purposes, and that it 
would be particularly necessary to have them 
prepared under such supervision as would 
make them represent in the subject-matter as 
a whole, and in the relative space assigned to 
the various elements of illustrative subject- 
matter, an authoritative consensus of up-to- 
date statistical opinion and experience. 


The Handbook appears to live up to 
the requirements set forth above with 
a very considerable degree of success. 
Some may contend that for an “‘inter- 
mediate” text it has taken too advanced 
knowledge of the subject for granted on 
the part of the reader, as in the tech- 
nical chapter on “Frequency Curves;” 
and others will say that, on the con- 
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trary, it offers little to the advanced 
technical specialist which he does not 
already have available in more complete 
form. But it seems clear that the au- 
thors have done a pronounced service 
in putting together in convenient form 
an authoritative restatement of the best 
modern practice and sound theory in the 
mathematical analysis of statistics. 

Probably of particular interest to 
business statisticians will be the final 
chapters of the book: the Correlation of 
Time Series, which expands and illus- 
trates the elimination of seasonal varia- 
tion and secular trend for economic 
series; periodogram analysis, using com- 
mercial paper rates of 1899-1914 as an 
illustration; and index numbers, in 
which Professor Allyn A. Young gives 
a well-considered discussion of a broad 
subject, condensed into some 14 pages. 
Other chapters which involve more 
strictly mathematical aspects of analysis 
cover such subjects as frequency dis- 
tribution; interpolation, summation, 
graduation; random sampling; Ber- 
nouilli, Poisson, and Lexis distributions ; 
and simple, partial, and multiple cor- 
relation. Two parts of the book adding 
greatly to its reference value are a chap- 
ter on ‘‘Mathematical Memoranda,” 
giving practical suggestions on labor- 
saving methods of computation and 
checking and a collection of standard 
mathematical formulas, and an extended 
list of selected bibliographical refer- 
ences which will enable a reader to pur- 
sue in further detail any of the subjects 
outlined. 
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Beckman, Theodore N. Crepirs AND CoL- 
LECTIONS IN THEORY AND PRACTICE. 
New York: McGraw-Hill Book Co., 
Inc., 1924. 466 pp. $4. 

The extensive use of credit is one of the 
most striking characteristics of our modern 


commercial practice. For that reason a com- 
prehensive study of all prevalent types of 
credit extension such as this should be of 
interest to a large body of business men and 
bankers. 

In Part I the various forms and common 
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practices are explained. Part II describes the 
different sources of credit information, such 
as the mercantile agencies and credit exchange 
bodies. Modes of evaluation of information 
obtained directly are also explained. De- 
scriptions of the organization and manage- 
ment of mercantile, bank, and retail credit 
departments occupy the next three chapters. 
The final section deals with the general sub- 
ject of collections, in both its practical and 
legal phases. The various modes of procedure 
with embarrassed accounts are also described. 
A supplement shows the common terms of 
sale for different commodities. 

The treatment throughout is simple and 
clear. Factors are carefully weighed and 
many valuable suggestions are made. Al- 
though written primarily for the credit man, 
the book merits the attention of business ex- 
ecutives and bankers. 


Bliss, James H. FINANCIAL AND OPERAT- 
ING Ratios IN MANAGEMENT. New 
York: The Ronald Press Company, 1923. 
396 pp. $6. 

In this volume Mr. Bliss presents a dis- 
cussion and evaluation of each of the more 
common forms of ratios necessary for efh- 
cient management, together with illustrative 
figures for different industries and types of 
business. The first section is the text com- 
menting on the purposes and modes of ob- 
taining the various ratios. These are 
classified as measures of earnings, measures 
of costs and expenses, turnovers, financial re- 
lationships, and measures of efficiency. 

An exhaustive series of statistics supple- 
ments the briefer tables in the first part. 
From the published reports of several hun- 
dred companies the various ratios are given 
annually, not only for the different lines of 
manufacturing enterprises, but also for sev- 
eral individual concerns in each line. These 
figures should prove valuable to any one in- 
terested in the operating results of the larger 
corporations of the country and to those 
wishing to compare standards in different 
types of industry. 


Bloomfield, Daniel. THet Mopern Exec- 
uTIVE. New York: H. W. Wilson Com- 
pany, 1924. 263 pp. $2.25. 

Mr. Bloomfield has brought together in 
this volume a series of articles from various 
magazines and journals, dealing with the 
problem of executive management. The ar- 


ticles are grouped under the following head. 
ings: Leadership and the Modern Eye. 
utive; Place of the Executive in M . 
ment; What Is Executive Ability; Develop. 
ing Executive Ability; Foreman as ay 
Executive; and Work of the Executive. As 
is common in such compilations, there is myc) 
repetition and some contradiction, giving the 
reader a confused impression. Some of the 
individual articles are, however, clear and 
concise. An extensive bibliography of pert 
nent literature appearing in the varioys 
publications of this country in the past 1; 
years should be of aid to those desiring to 
make a more complete study of the subject, 


Cowdrick, Edward S. Manpower ww [y- 
pustry. New York: Henry Holt & 
Company, 1924. 388 pp. $3.25. 


Written from a strictly engineering point 
of view toward labor and personne! problems, 
this volume of the “American Busines 
Series” is a straightforward presentation of 
the very general field indicated by the title. 
There is a cursory survey of labor conditions 
and the different layers of races that have 
composed our wage-earning classes at differ- 
ent periods. It is of little value. Each of 
the later chapters, composing the bulk of the 
book, is devoted to a single problem of labor 
management. The discussion of these prob- 
lems will enable the executive to understand 
their relationship to the whole problem and 
to understand their main features, without 
attempting to absorb the mass of detailed, 
specialized information that has grown up 
around this general question in recent years. 


Ely, Richard T., and Morehouse, Edward 
W. ELements oF Lanp ECONOMICS. 
Vol. II in “Standard Course in Real 
Estate.” New York: Macmillan Comn- 
pany, 1924. 363 pp. $3.50. 


This volume is designed as an introduction 
to an entire projected series on land econon- 
ics. It accomplishes a double purpose, 
that it deals in a scientific but elementary 
way with land as an economic factor and 
also furnishes a foundation of economic prit- 
ciples for the treatment of land as 4 comr 
modity. Land problems are discussed under 
such heads as the present and future utilize 
tion of urban and agricultural land, forest 
and mineral land, property rights in watet 
ownership of land, land credit and land 
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values, policies of land settlement and devel- 
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in opment, and land taxation. 
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f = Fordham, Thomas B., and Tingley, Edward 
" Op- H. ORGANIZATION AND Bupcetary Con- 
“utive, h TROL IN MANUFACTURING. New York: 


The Ronald Press Company, 1924. 233 pp. 


$3.50. 
Current literature relating to the adoption 


re is much 
giving the 


me of the ) 
clear and of budgets as a means of control of business 
y of perti- activity stresses the attainment of control 
le various through the utilization of definite methods. 
1€ past 15 The authors of Organization and Budgetary 
desiring to Control in Manufacturing avoid discussion 
subject, of the relative merits of different types of 
organization and make no recommendations 
ER IN [y- as to the specific methods whereby the desired 
| Holt & control can be attained. Their main theme 
j. is to discuss the theory of organization and 
sing point its relationship to budgetary control ; and 
pot they desire to present to the executive the 
_ principles which will enable him to choose 
Business from among the numerous control devices 
aan « offered to him those through which the most 
ps ocho efiective control can be realized. 
i ton Haney, Lewis H. THe Business oF Rat- 
at differ- way TRANSPORTATION. New York: The 
Each of Ronald Press Company, 1924. 613 pp. $4. 
ulk of the The primary purpose of the author is to 
» of labor bring out the elementary problems of traffic 
hese prob- management. ‘The treatment is from the 
heneesl point of view of the consumer of railway 
Blows ool service and the elementary student of trans- 
without portation. Following a survey of the posi- 
 deneiied tion of the railroads as a business in this 
zrown up country, and their geographical layout, are 
ent Years sections devoted to rates and rate structures 
[ and special trafic problems. The vital 
, Edward aspects of government control are given gen- 
SONOMICS. eral discussion in a final section. 
in Real 


lan Com- Jensen, Jens P. Proptems or Pustic FI- 


NANCE. New York: Thomas Y. Crowell 
troduction Co, 1924. 606 pp. $3. 
1 econom As the author states, this book is intended 
rpose, in primarily for use in elementary courses in 
lementary public finance. The clearness and thorough- 
actor and ness of the analysis and the manner of pres- 
mic prin- entation render it fairly well adapted to this 
sa com purpose. It is also instructive and up-to-date 
sed under ‘or any one desiring to know the theory and 
e utiliza the practice of handling public revenues and 
id, forest expenditures, 
in water, _ The book is divided into four parts, fol- 
and land ‘owing an introductory chapter which gives 


7 0. 4 ie awe | tee 
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a background for the discussion. Part I deals 
with public expenditures, and Part II with 
public revenue, a subject which is recog- 
nized by the author to be a most important 
phase of the problem. Revenues are first 
classified and then in turn discussed. The 
outstanding feature is the detailed discussion 
of every form of taxation. Nearly 300 pages 
are deservedly given to this important sub- 
ject. Part III deals with public credit, and 
Part IV with fiscal administration. A chap- 
ter is given to the fiscal administration of the 
United Kingdom, but throughout the greater 
part of the book the discussion is based chiefly 
on the United States. 


Jones, Eliot. Principtes oF RaILway 
TRANSPORTATION. New York: Mac- 
millan Company, 1924. 607 pp. $3. 


Although considerably more complicated 
than other standard text-books on _ trans- 
portation, this work will undoubtedly find a 
definite place in the text-book field. Ex- 
tended treatment of many subjects of direct 
interest to business, such as rate-making, val- 
uation, and combination, make it valuable for 
general reference reading. The conventional 
subdivisions of the subject are followed, al- 
though some special problems of the present 
time receive an unusual amount of space. 


Kilduff, Frederic W. AvupbITING AND Ac- 
COUNTING HANDBOOK. New York: Mce- 
Graw-Hill Book Co., Inc., 1924. 813 pp. 
$6. 


To a growing number of handbooks pub- 
lished for the use of accountants is added Mr. 
Kilduff’s Auditing and Accounting Hand- 
book. Throughout the sections of this book, 
theoretical discussions of accounting proced- 
ure are practically absent. Questions, 
outlines of procedure, forms of records and 
schedules, and more than 300 pages of mathe- 
matical tables of use to the accountant take 
their place. One section is devoted to each 
of the subjects of auditing and plant survey. 
The outlines of procedure for these two 
phases of the duties of the accountant are 
extensive and should prove helpful to any 
one having such tasks to perform. One sec- 
tion devoted to financial statements and forms 
presents numerous types and arrangements of 
statements and points out the characteristic 
feature of each. In the two sections dealing 
with inventory and property classification, 
the author has presented an exhaustive list of 
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stores materials encountered in manufactur- 
ing concerns and a comprehensive alphabet- 
ical index of physical property items with 
their annual depreciation rates. 

Mr. Kilduff’s handbook is not intended to 
be a treatise on the theories of accounting, 
but to serve as a Convenient source of much 
important information needed continually by 
the accountant and auditor. 


Maclean, Joseph B. Lire INsuRANCE. New 
York: McGraw-Hill Book Co., Inc., 
1924. 423 pp. $3.50. 

As the first volume in a projected series 
on insurance, under the direction of Professor 
Blanchard of Columbia University, the pub- 
lishers present here a general informative vol- 
ume on the whole subject by an assistant 
actuary of the Mutual Life Insurance Com- 
pany. 

The presentation presupposes no knowledge 
of insurance on the part of the reader. Con- 
siderable technical material is relegated to an 
appendix, and there is constant recognition 
of controversial views. The justification for 
present practices, as well as their evolution, 
is well brought out. In addition to the the- 
oretical principles, there are sections on the 
special modern developments of group and 
industrial insurance, the internal manage- 
ment of companies, the effect of taxation, 
and an historical survey of the growth of 
insurance in this country, While not abso- 
lutely complete, the book is an excellent 
general survey for the reader with little pre- 
liminary knowledge. 


TAXATION: THE 
New York: Mac- 
227 pp. $1.25. 


Fundamental principles of taxation, Trea- 
sury policies, revising the taxes, surtaxes, tax- 
ing energy and initiative, estate taxes, bene- 
fits of tax reduction, and tax-exempt securi- 
ties, are the topics of this non-technical dis- 
cussion. Mr. Mellon gives a simple and 
concise statement of the facts as to the Trea- 
sury’s program, an interpretation of the ideas 
underlying its policy, and the bearing of the 
whole taxation controversy on the well-being 
and prosperity of the country. The book is 
essentially an argument for the so-called 
“Mellon plan” of taxation. Appended to the 
main discussion are various tables and docu- 
ments, which are further arguments for the 


Mellon, Andrew W. 
PEOPLE’s BUSINESS. 
millan Company, 1924. 
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taxation plan sponsored by Mr, Mellon and 
the Treasury experts. 


Nourse, Edwin G. AMERICAN Acnicy1. 
TURE AND THE EvRopEAN Marxpr 
New York: McGraw-Hill Book Co, Inc. 
1924. 333 pp. $2.50. : 


The publications of the Institute of Eq. 
nomics have been uniformly excellent in their 
clear, straightforward presentation of a spe- 
cifically defined subject. In examining the 
three sharply separated periods in the history 
of our agricultural exportation—the period 
up to 1900, from 1900 to 1913, and the 
World War—and from this background pro- 
ceeding to definite conclusions and forecasts, 
Mr. Nourse has presented facts and theories 
in readily understandable form. The general 
theory of international trade as it affects our 
agriculture, especially at the present time, is 
set forth with welcome simplicity. Although 
it is pointed out that there is little real hope 
for a recovery in volume of our agricultural 
exports, Mr. Nourse refrains from any un- 
necessary discussion of half-way remedies. 
Appendices separate from the text elaborate 
the conditions surrounding the changes in ex- 
port and import conditions and the special 
question of Germany’s foreign assets (all of 
the other European countries are examined 
with less detail in the text in regard to their 
purchasing power). The text itself is brief in 
comparison with other similar books. 


Opdycke, John B. Business Letrer Prac- 
TICE. New York: Isaac Pitman & Sons, 
1923. 582 pp. $2.50. 

This work is equally valuable for the 
teacher and student of stenography, for the 
teacher and student of business, and for the 
manager of the business office or the corte: 
spondence supervisor. It is essentially a guide- 
book along the lines laid down by the Better 
Letter Movement. The points made are well 
explained by the frequent interpolation of cor- 
rect and incorrect examples of actual letters. 
Many letters, which have been actually used 
in business, are presented for study and prac- 
tice dictation. Considerable space is also de- 
voted to the exposition of the basic principles 
of English underlying all letter-writing. The 
Appendix contains a lexicon of special business 
words, a list of business abbreviations, and * 
rather full index which makes the book use 
ful for reference. 
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Criticism of modern business-letter practice 
has been overdone in recent years. However, 
this type of book is really valuable in point- 
ing out essential principles and serving to 


direct attention toward better practice in spe- 


cific instances. 


Smith, Edgar Lawrence. COMMON Stocks 


4s LonG TERM INVESTMENTS. New 
York: Wood, Low & Company. 1924. 
72 pp- 


An orthodox opinion is flatly challenged in 
this interesting monograph. The author gives 
detailed support for his thesis that the non- 
institutional investor who has bought common 
stocks of American corporations and held 
them through good times and bad alike has 
not only had a better income, but has actually 
better protected his principal than the would- 
be “conservative” investor who confined his 
purchases to a like amount of high-grade 
bonds. Detailed tables are marshaled, giving 
the results of a series of comparative tests at 
intervals from 1866 to date. In each test, 
one investment of $10,000 is assumed to have 
been made in a list of high-grade bonds; and 
another of a like amount is assumed to have 
been simultaneously made in a diversified list 
of American common stocks, which purport to 
have been chosen as nearly at random as prac- 
ticable. To eliminate entirely such elements 
(often considered necessary for the buyer of 
common stocks) as “watching the market” 
and “playing the business cycle,” it is further 
assumed in each test that the two lists once 
selected are kept virtually unchanged for ap- 
proximately two decades; and the comparative 
results are tabulated in detail. It is to be 
noted that the study covers the long period of 
falling commodity prices after the Civil War, 
which should favor bonds, as well as the more 
recent period of rising commodity prices since 
the early nineties. 

In accounting for the markedly superior re- 
sults which the author finds appearing in 
these tests in favor of the common stocks 
studied, “both in purchasing power and in 
dollars,” he stresses two main causes: first, 
the defenselessness of bonds payable in a fixed 
sum of dollars against the “depreciating dol- 
lar”; and second, the element of growth, in- 
herently lacking in bonds, by virtue of which 
those groups of representative common stocks 
American corporations have apparently 
—_ enabled in any decade since the Civil 

ar more than to offset losses arising from 
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individual companies in the group. Thus, 
while a single bond is admittedly more likely 
to prove safe than a single common stock, the 
author contends that no truly conservative in- 
vestor can afford to omit from his safe-de- 
posit box a sufficiently large list of diversified 
common stocks to protect the principal of his 
investment against shrinkage. 


Walter, Hubert C. Mopern Foreicn Ex- 
CHANGE. New York: Robert M. McBride 
&* Company, 1924. 1094 pp. $2. (Printed 
in Great Britain.) 


The author was formerly Lecturer in For- 
eign Exchange at the Institute of Bankers 
and the Municipal School of Commerce of 
Manchester, England. The book is based on 
a series of lectures delivered there during 
the years 1919-1922. ‘The book, like the 
lectures, is designed to minimize technicalities 
and is written in such a way as to make it 
comprehensible to the business man not highly 
trained in economic theory, as well as to the 
student. The material for both lectures and 
book is the result of the author’s experience in 
foreign-exchange transactions for a mercantile 
company and a joint-stock bank; it is treated 
in the light of English practice. 

The author stresses the fact that the “nor- 
mal” exchanges of today are quite different 
from those of pre-war times, and probably 
will continue so, with the result that phases 
of theory hitherto little discussed must be 
carefully developed. In this connection such 
subjects as inflation, purchasing power parity, 
the course of the mark, the possibilities of sta- 
bilizing the exchanges, and of a return to the 
gold standard are discussed rather fully. 
Throughout the book the author has endeav- 
ored to explain, first, how a certain operation 
is carried on; and, secondly, why it is done 
in that way and what the results are. A 
short bibliography of books on foreign ex- 
change is appended. 


Whitbeck, R. H., and Finch, V. C. Eco- 
NOMIc GEoGRAPHY. New York: Mce- 
Graw-Hill Book Co., Inc., 1924. 550 pp. 
$3.50. 

The field of economic geography, while of 
considerable importance, has been rather neg- 
lected until recent years. The authors, who 
designed the book primarily for college stu- 
dents, have taken as their central theme the 
idea that human adjustment to geographic en- 
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vironment is the keynote of modern geog- 
raphy. Emphasis is laid on cause and effect 
relations; the attempt is made to show how 
peoples, in pursuing their economic activities, 
have adjusted themselves to their physical sur- 
roundings. The greater part of the text is 
descriptive; one of the most valuable features 
is the profusion of maps, most of them pre- 
pared by the United States Department of 
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Agriculture, with which the readi 
is illustrated. Discriminating use is 
graphic presentation. Excellent 

are provided at the end of each 

those who wish to go into more detail, | 
the half of the volume devoted to the UJ 
States, chapters are arranged accordj 
crops or industries described; the re 
of the book is divided by territories, 








